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Court of Appeals of the District of Columbia 

i 


No. 4853. 

I 

I 

Reading Hardware Company, Appellant^ 

vs. 

Commissioner of Internal Revenue, j 


1 Docket Number 5059. : 

Reading Hardware Company, Petitioned, 

vs, 

i 

Commissioner of Internal Revenue, Respondent. 

For Taxpayer: H. F. Kantner, Esq., W. E. Barton, Esq. 
For Commissioner: R. P. Smith, Esq., Julian!G. Gibbs, 
Esq., V. J. Hefferman, Esq. 

i 

Docket Entries. 

1925. j 

June 22. Petition received and filed. 

i 

July 7. Copy of Petition served on Solicitor. 

4 4 7. Notification of receipt mailed taxpayer. 

44 28. Answer filed bv Solicitor. 

mt 

Aug. 3. Copy of answer served on taxpayer—Assigned to 
11-24-25. I 

Nov. 7. Motion for permission to file amended plea and 

answer—with plea and answer filed iby Solici¬ 
tor. • 

44 11. Granted—Both sides notified. I 

44 14. Plea and answer served on taxpayer. 

44 24. Hearing had Div. 2 on merits. Both parties Briefs 

and findings due 12-31-25. j 

1—4S53a 


j 

i 
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Dec. 31. Motion for extension to file brief filed by Solici¬ 
tor. 

44 31. Findings of fact filed by taxpayer? 

44 31. Granted to 1-15-2G—Both sides notified. 

1926. 

Jan. 2. Brief filed by taxpayer. 

44 15. Brief filed bv Solicitor. 

m/ 

44 19. Copy of brief and findings served on Solicitor- 

Taxpayer notified. 

Feb. 1. Supplemental brief filed by taxpayer. 

44 4. Copy of supplemental brief served on Solicitor— 

Taxpayer notified. 

Mar. 6. Transcript filed—(11-24-25.) 

1927. 

June 15. Findings of fact and opinion rendered. Judg¬ 
ment will be entered on 30 days’ notice. Both 
sides notified. 

Xov. 8. Notice of settlement filed by G. C. 

44 11. Notice allowing taxpayer until 12-8-27 to file al¬ 

ternative settlement for hearing on 12-15-27. 
Failure to do so, appeal set for 12-12-27. 

Dec. 6. Alternative proposed redetermination filed by 
taxpayer. 

44 6. Copy of alternative proposed redetermination 

served on G. C. 

44 7. Copy of alternative proposed redetermination 

served on G. C. 

44 15. Hearing had before Mr. Littleton on settlement— 

Rule 50 continued to Dec. 21, 192L 

44 16. Order of continuance to Dec. 21, 1927—entered. 

44 21. Hearing had before Mr. Littleton on settlement— 

Rule 50—case submitted for order. 

44 31. Order of redetermination entered. 

192S. 

Jan. 4. Transcript of hearing filed. Dec. 21, 1927. 

44 20. Transcript of hearing 12-15-27 filed. 

May 2. Stipulation to appeal to Court of Appeals of D. C. 

filed. 

44 4. Supersedeas bond for $75,816.08 approved and 

ordered filed. 

June 13. Petition for review with assignments of error 
filed by taxpayer. 
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! 

June 13. Praecipe filed Ly taxpayer. 

“ 13. Notice with proof of service of petitioij and prae- 

2 cipe filed. j 

Aug. 6. Amended, pra'cipe, with service thercdn filed by 
taxpayer. 

“ 14. Objections to amended praecipe with! notice of 

service filed by G. 0. 

“ 13. Order enlarging time to Sept. 13, 192$ for filing 

certified copies of record papers sur petition 
for review, entered. 

Sept. 10. Order extending time to Oct. 13, 1928 to file cer¬ 
tified copies of record papers—entered. 

44 20. Hearing had before Mr. Littleton on Commis¬ 

sioner’s objections to praecipe. Objections-over- 
ruled with leave to respondent to require tax¬ 
payer’s request for findings of fact and any 
other matters relative to question of appellate 
jurisdiction; entire brief to include amended 

i 

praecipe, granted. 

“ 27. Joint praecipe filed. 

Now, October 10, 1928, the foregoing docket dntries cer¬ 
tified from the record as a true copy. 

[Seal Board of Tax Appeals, 1924.] j 

i 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

i 

j 

3 Filed June 22, 1925. ! 

I 

United States Board of Tax AppealsL 
Docket No. 5059. 

i 

i 

Appeal of The Reading Hardware Co., Reading, Pa. 

i 

Petition. 

s 

i 

The above named taxpayer hereby appeals fi*om the de¬ 
termination of the Commissioner of Internal Revenue set 
forth in his deficiency letter, IT-CR-A-JRC-60D, dated 
April 24, 1925, but the date of mailing is unknown to the 


i 

i 
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READING HARDWARE CO. Y 


COM MR. 01- I NT. REV. 


taxpayer; and as the basis of th.-ir appeal sets forth the 
following': 

1. The taxpayer is a Pennsylvania corporation with prin¬ 
cipal office at Heading, Pa. 

'1. The deficiency letter, copy attached, was dated April 
24, 1925, the date of mailing to the taxpayer being un¬ 
known. 

3. The taxes in controversy are income, excess and war 
profits taxes for the calendar years 1917, 1918, 1919 and 
1920 and are more than $10,000.00, to wit, $18,120.81. 
4 4. The determination of tax contained in the said 

deficiency letter is based upon the following errors: 

(1) Exclusion of “Goodwill” in the sum of $500,000.00, 
from Capital Stock outstanding; and inclusion of said 
Goodwill in Surplus; for the purpose of computing Invested 
Capital for years 1917-1918-1919 and 1920. 

(2) Omission of item in the amount of $44,298.91, known 
as “Loss on Keystone Hardware Co. Stock,” when com¬ 
puting Invested Capital for years 1917 and 1918. 

(3) Inclusion in Surplus as a deduction therefrom, of 
the item $44,298.91 known as “Loss on Keystone Hardware 
Co. Stock;” when computing Invested Capital for the year 
1919. 

(4) .Resultant tax computations for years 1917-1918-1919 
and 1920 as affected by the foregoing. 

5. The facts upon which the taxpayer relies as the basis 
of its appeal are as follows: 


Goodwill. 


During the year 1911 taxpayer set up Goodwill on its 
books by debiting said account of Goodwill with $500,- 
000.00 and crediting Surplus with the total. During 1917 
the sum of $400,000.00 was written oft’ by debiting Surplus 
and crediting Goodwill. The balance of $100,000.00 was 
written off in the year 1918 by also debiting Surplus and 
crediting Goodwill, thereby wiping out the book account of 
Goodwill in its entirety. 

However, with the advent of the Excess and War Profits 
Tax laws, taxpayer sought to include an item of Goodwill 
in the Balance Sheet for Invested Capital purposes for the 
years 1917-1918-1919 and 1920; as they firmly believed that 
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oner of In¬ 
tax for tlie 


the valuation of $500,000.00 placed on the books for Good¬ 
will during 1911 was a fair and equitable amount. 

This procedure was disallowed by the Income Tax Unit 
and upon appeal, the case was finally taken |before the 
Committee on Appeals and Review, and said iCommittee 
rendered a decision under date of February 2L 1924, dis¬ 
allowing the inclusion of the Goodwill in the computation 
of Invested Capital. A revision of taxes for yehrs 1917 to 
1919 inclusive was submitted to and paid by the taxpayer 
during 1924. j 

Under date of August 20, 1924, the Commissh 
ternal Revenue notified taxpayer of a deficiency 
year 1920. Exception was taken thereto and a brief dated 
October 14, 1924, supporting formal Appeal dated Septem¬ 
ber 15, 1924, was filed with the Income Tax Unit. At a 
conference in the Income Tax Unit under datejof October 
20, 1924, said Unit agreed with exceptions and also 
6 proposed the amendment of all taxes for years 1916- 
1917-1918-1919 and 1920 on the basis of the findings 
reached at the conference; said findings coveringlrevised de¬ 
preciation. The revisions and amendments wejre then re¬ 
ported to the taxpayer by the Commissioner’s letter dated 
April 24, 1925. 

In the revision of 1917 and 1918 Invested Capital, the 
Unit deducted Goodwill of $500,000.00 from Capital Stock 
Outstanding and added the like amount to Surplus. 

In view of the fact that this item was originally cred¬ 
ited to Surplus, and complying with the ruling of the Com¬ 
mittee on Appeals and Review as aforementioned; then 
in the revised computation of 1917 Invested Capital, $500,- 
000.00 should be deducted from Surplus; and for 1918 In¬ 
vested Capital only $100,000.00 should be deducted from 
Surplus as the taxpayer’s book Surplus shows! the deduc¬ 
tion therefrom of $400,000.00 during 1017. Furthermore, 
Capital Stock Outstanding should not be reduced by all or 
any part of the $500,000.00 for any taxable year. 

By the exclusion of Goodwill from Surplus, an operating 
deficit appears at December 81, 1916. 

Loss On Keystone Hardware Co. Stock. 

During the year 1916 taxpayer charged off! to Surplus 
a loss on this account of $44,298.91. 
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By approval of tlie Commitk\: cn Appeals and Review, 
dated February 21, 1924, this loss was allowed as a deduc¬ 
tion from Income for the year 1918. 

7 Therefore, when computing* revised Invested Capi¬ 

tal this item should be added to taxpayer’s book Sur¬ 
plus for the years 1917 and 1918; but should not be de¬ 
ducted from said Surplus for 1919 Invested Capital as it 
already is reflected therein, having been duly deducted in 
1916. 

General. 


All the foregoing will affect the revised taxes for years 
1917-1918-1919 and 1920 insofar as taxes affect yearly cor¬ 
rections to Invested Capital. 

6. The taxpayer, in support of its appeal, relies upon 
the following propositions of law: 

(a) O. D. 82—C. B. 1919—P. 290, interpretation of the 
law. 

{L>) In our opinion the case is based more upon mathe¬ 
matical computations and the correct application of facts, 
than upon points of law. 

Wherefore the taxpayer respectfully prays that this 
Board mav hear and determine its appeal. 

H. F. KANTNER. 

H. F. KANTNER. 

Counsel for Taxpayer, 

210 American Casualty Bldg., Reading, Pa. 


8 State of Penn a., 

County of Berks, ss: 

Lambert A. Rchr, being duly sworn, says that he is the 
President of the Reading Hardware Company, above 
named, and as such is duly authorized to verify the fore¬ 
going petition: that he has read the said petition, or had 
the same read to him, and is familiar with the statements 
therein contained, and that the facts therein stated are true, 
except such facts as are stated to be upon information and 
belief, and those facts he believes to be true. 

LAMBERT A. REHR. 


Sworn to before me this 20th day of June, 1925. 

[seal.] B. W. HOMAN, 

Notary Public. 

My Co m mission expires March 7th, 1929. 
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i 

True Copy. 

• i 

Treasury Department, Washington, i 

Apr. 24, 1925. 

IT :CR :A. I 

JRC-60D. j 

i 

Heading Hardware Company, j 

Reading, Pennsylvania. j 

Sirs: ! 

i 

An examination of your income tax return fot the years 
1916 to 1920, inclusive, has been made resulting in an addi¬ 
tional tax for 1916 of $121.33, an additional tax for 1918 
of $676.33, an additional tax for 1920 of $19,900.11, an over¬ 
assessment for 1917 of $1,145.09 and an overassessment for 
1919 of $1,310.54 as is shown in the attached statement and 
accompanying schedules. 

In accordance with the provisions of Section 1274 of the 
Revenue Act of 1924, you are allowed 60 days from the 
date of mailing of this letter within which to file an appeal 
to the United States Board of Tax Appeals contesting in 
whole or in part the correctness of this determination. 

Where a taxpayer lias been given an opportunity to ap¬ 
peal to the United States Board of Tax Appeals and has 
not done so within the 60 days prescribed and;an assess¬ 
ment has been made, or where a taxpayer has appealed 
and an assessment in accordance with the final decision on 
such appeal has been made, no claim in abatement in re¬ 
spect of any part of the deficiency will be entertained. 

If you acquiesce in this determination and do;not desire 
to file an appeal, you are requested to sign tl}e enclosed 
agreement consenting to the assessment of the! deficiency 
and forward it to the Commissioner of Internal Revenue, 
Washington, D. C., for the attention of IT:CR:A-JRC. In 
the event that you acquiesce in a part of the determination, 
the agreement should be executed with respect tp the items 
agreed to. 

Respectfully, 

D. H. BLAIR, 

Commissioner, 

(Signed) By J. C. BRIGHT, 

Deputy Commissioner . 
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Enclosures: Statements, Agreement—Form A, Sched¬ 
ules 1 to 31, inch 

Xow, October 10, 1928, the foregoing petition certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

10 Filed Jul. 28, 1925, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 5059. 

Appeal of Reading Hardware Company, Reading, Pa. 

Answer. 

The Commissioner of Internal Revenue bv his attorney, 
A. W. Gregg, Solicitor of Internal Revenue, for answer to 
the petition of the above-entitled taxpayer admits and 
denies as follows: 

(1) Admits the allegations contained in paragraphs one, 
two and three of the petition. 

(2) Denies that an item of good will in the amount of 
$500,000.00 was erroneously excluded from invested capital 
for the taxable years 1917, 1918, 1919 and 1920. 

(3) Admits that the item of $44,298.91 known as 44 loss 
on Keystone Hardware Company stock” should be included 
in invested capital for the years 1917 and 1918. 

(4) Denies that the item of $44,298.91 was erroneously 
deducted from invested capital for the years 1919 and 1920. 

(5) Denies generally and specifically each and every 
allegation contained in the taxpayer’s petition not herein¬ 
before admitted, qualified or denied. 

Proposition of Law. 

(1) Appreciation in values over and above the value at 
date of organization or acquisition cannot be included in 
invested capital. 
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i 

(2) Invested capital includes (1) actual cash bona fide 
or paid in for stock; (2) actual cash value of tangible prop¬ 
erty, etc., bona fide paid in for stock at the time of pay¬ 
ment; (3) paid in or earned surplus; and (4) in- 

11 tangible property, as provided by Sectioii 326 of the 

Revenue Act of 1918. j 

Wherefore it is prayed that the taxpayer’s! petition be 
dismissed and the appeal denied. 

A. W. GREG0, 

Solicitor of Internal Revenue, 
Attorney for the Commissioner of Internal Revenue, 

i 

Of Counsel: ! 

R. P. SMITH, | 

Special Attorney , 

Bureau of Internal Revenue, 

i 

Now, October 10, 1928, the foregoing answer certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] j 

B. D. GAMBLE, 

i 7 

Clerk U. S. Board of Tax\ Appeals, 

\ 

12 Filed Nov. 7, 1925, United States Board of Tax 

Appeals. 

I 

United Slates Board of Tax Appeals. 

i 

Docket No. 5059. ' | 

j 

Appeal of Reading Hardware Company, Reading, 

Pennsylvania. 

•/ , 

| 

Plea and Answer, 

j 

Comes now the Commissioner of Internal Revenue, 
through his attorney, A. W. Gregg, Solicitor I of Internal 
Revenue, and moves the Board to dismiss the above-en¬ 
titled appeal in so far as it refers to the taxable year 1917, 
for the reason that the adjustment in the tax liability for 
the said year, against which the taxpayer appeals, is a 
refund and not a deficiency and the Board is therefore 

i 
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without jurisdiction to hear and determine the said part 
of the appeal. 

And for answer to the petition of the above-entitled tax¬ 
payer for the years 1918, 1919 and 1920, the Commissioner 
admits, avers and denies as follows: 

(1) Admits the allegations contained in paragraphs 1, 
2 and 3 of the petition. 

(2) Denies that an item of good will in the amount of 

$500,000 was erroneously excluded from invested capital for 

the said taxable vears. 

•> 

(3) Admits that the item of $44,298.91, known as loss on 
Keystone Hardware Company stock should be included in 
invested capital for 1918. 

(4) Denies that the item of $44,298.91 was erroneously 
deducted from invested capital for 1919 and 1920. 

(5) Denies generally and specifically each and every alle¬ 
gation of fact contained in the taxpayer’s petition not here¬ 
inbefore admitted, qualified or denied. 

Propositions of Laiv. 

(1) Appreciation in values over and above the 
13 value at date of organization or acquisition cannot 
be included in invested capital. 

(2) Invested capital included (1) actual cash bona fide 
or paid in for stock: (2) actual cash value of tangible 
property, etc., bona fide paid in for stock at the time of 
payment; (3) paid in or earned surplus; and (4) intangi¬ 
ble property, as provided by Section 326 of the Revenue 
Act of 1918* 

(3) The Board is without jurisdiction to hear and de¬ 
termine an appeal involving a refund of taxes, Everett 
Knitting Works, 1 B. T. A.-5. 

Wherefore it is prayed that the taxpayer’s petition be 
dismissed and the appeal denied. 

A. W. GREGG, 

Solicitor of Internal Revenue, 
Attorney for Commissioner of Internal Revenue. 

Of Counsel: 

R. P. SMITH, 

Special Attorney, 

Bureau of Internal Revenue. 




READING HARDWARE CO. VS. COM MR. OF INT< REV. 


11 


Now, October 10, 1928, the foregoing plea; and answer 
certified from tlie record as a true copy. 

i 

[Seal U. S. Board of Tax Appeals, 1924.]; 

B. D. GAMBLE, 

Clerk U. S . Board of Tafc Appeals . 

i 

i 

14 Form NP-2. 

j 

i 

Treasury Department, Washington. 

i 

i 

Office of Commissioner of Internal Revenue. 

i 

Address reply to Commissioner of Internal Revenue and 
refer to IT :CR :A. JRC-60D. 


Reading Hardware Company, 
Reading, Pennsylvania. 

Sir: 


Mailed Apr. 24, 1925. 


An examination of your income tax return for the years 
1916 to 1920, inclusive, has been made resulting in an addi¬ 
tional tax for 1916 of $121.35, an additional tax for 1918 
of $476.33, an additional tax for 1920 of $19,900ill, an over- 
assessment for 1917 of $1,145.09 and an overassjessment for 
1919 of $1,310.54 as is shown in the attached statement and 
accompanying schedules. 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1924, you are allowed 60 da>ts from the 
date of mailing of this letter within which to file an appeal 
to the United States Board of Tax Appeals contesting in 
whole or in part the correctness of this determination. 

Where a taxpayer has been given an opportunity to ap¬ 
peal to the United States Board of Tax Appeals and has 
not done so within the 60 days prescribed and an assess¬ 
ment lias been made, or where a taxpayer has appealed and 
an assessment in accordance with the final decision on such 
appeal lias been made, no claim in abatement ill respect of 
any part of the deficiency will be entertained. 

If you acquiesce in this determination and do not desire 
to file an appeal, you are requested to sign the inclosed 
agreement consenting to the assessment of the deficiency 
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and forward it to the Commissioner of Internal Revenue, 
Washington, D. C., for the attention of IT:CR:A-JRC. In 
the event that you acquiesce in a part of the determination, 
the agreement should be executed with respect to the items 
agreed to. 


Respectfully, 


(Signed) 


D. E. BLAIR, 

Commissioner , 
By J. G. BRIGHT, 
Deputy Co m mis si oner. 


Inclosures: Statements, Agreement—Form A, Sched¬ 
ules 1 to 31, incl. 
bvb-5. 


(Here follow diagrams marked pages 15, lb, 17, 18, 19, 20, 
21, 22, 23, 24, 25, 26, 27, 28, 29^, 30, 31, 32, and 33.) 
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United States Board of Tax Appeals. 
Bocket No. 5059. 


Appeal of Reading Hardware Comdaxy. Reading. Penn¬ 
sylvania. 

Stenograph er’s Minutes. 

Hearing Before Bivision No. 2, at Washington. B. C. 

November 24, 1925. 

Present: Messrs. Smith (presiding), Littleton, and Trus¬ 
sed. 

Appearances: 

H. F. Kantner, Esq., 210 American Casualty Building, 
Reading, Pennsylvania, for the taxpayer. 
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ITtCBtA 

JEG-60D STATEMENT 0? BETUHKS EXCISED 

AI»D 

assmgngr. TAX LIABILITY 


Betums Examined 


Conpany Year Forms 

i 

Beading Hardware Company, 

- Beading, Pennsylvania 1916 1031 

1917 1031-1103 

1918 1120 

1919 1120 

1920 1120 


TM MABUflFi 


Company 

Year 

Additional Tax 

i Overassessmeat 

j 

Beading Hardware Company 

1916 

1917 

$ 121.33 

j 

$1,145,09 


1918 

676.33 

i 

i 


1919 


1,310,54 


1920 

19.900.11 


Totals ‘ 


$20,697,77 

$2,455,63 


Het additional tax $18,242,14 

. ! 

The Bevenue Agent's report dated November 3, 1920 has ‘been made the 
basis of adjustments which are fully explained in the attached Schedules 1 
to 31 inclusive, 

i 

The information submitted in your briefs dated September 15, 1924, 
October 14, 1924 and November 1, 1924 and in conference of October 20, 

1924 has been carefully considered and agreement on all points of con¬ 
tention has been reached, 

• i 

i 

The overassessments shown above will be made the subjects of 
Certificates of Overassessment which will reach you in due course 
through the office of the Collector of Internal Bevenne for your 
district, 

i 

| 

Yalvers are on file for the years 1916 and 1918, 


Ho. 4853* Heading Hardware Company,) 

vs. Appellant, ) Page Xo. /S' 
Commissioner of Internal Revenue. ) 1 


» 


j 

i 



i 





Beading Hardware Company 


Year ended December 31, 1916 


Schedule 1 
Ket Incone 

Bet Income as disclosed by Bureau letter 
dated February 25, 1921 

As corrected 

Het additions 

Additionsj 

(a) Adjustment for depreciation $9,345.43 

(b) Adjustment for 1915 taxes _ 4.93 

Total additions 
Deduct ions 

(c) Adjustment for 1916 accrued taxes 
ITet additions as .above 


$158,186.22 

164,252.58 

$6,066,36 


$9,351.41 


3.285.05 

$6,066,36 


Schedule 2 


Explanation of Items Changed 


(a) You have requested, in conference held on October 20, 1924, that 
in accorda'»ce with A.B.tt. 106, the value of depreciable assets 
shown on your bo.ois be considered as correct. Therefore the re¬ 
fund. allowed you for Inadequate depreciation in 1916 was incorrect. 
Adjustment is made as follows: 


Depreciation previously allowed 
Amount deducted on returns $77,882.22 
Depreciation on- land not 
allowable 1.075.11 

Correct depreciation 
Adjustment for depreciation 


$86,150.58 


76.604.11 
$ 9,346.47 


(b) 1915 taxes paid in 1916 are hot an allowable deduction and are 

therefore disallowed. 


Ko, 4353. Reading Hardware Company,) 

▼s. Appellant, 1 page Ho./* 
Commissioner of Internal Revenue, ) 



BEST COPY AVAILABLE 


.'.w* s *s#5 
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Heading Hardware Company 


Year ended December 31, 1916 


Schedule 2-Con tinned 

(c) Where income is computed upon the accrual has is, 1916 

accrued federal income taxes are a deduction and therefore 
the amount shown in Schedule 3 is deducted from income. 

Schedule 3* 

Computation of 19.16 Taxes: 


Het'income as corrected $164,252.58 

Tax at 

Previously assessed: . 

Original liarch 1917, P.57, 1.33 $3,276.80** 
Credited April 1921, P.96, 1.3 113.06 * 

Additional tax to he assessed 




285.05 


5J163.72 
121.33 


Schedule 4 


I»et Income 


Xet income as disclosed hy Bureau letter 
dated April 28, 1925 

As corrected 

2»et addition 

Addition: 

(a.) Depreciat ion disallowed 


Year ended December 31 


$327|102,16 


346;937.17 
$ 21,834.99 


$ 21^834.99 


Schedule 5 

Explanation of items Charged 

(a) In' accordance with the agreement reached in conference- held 
before the Unit on October 20, 1934, additions] depreciation 
allowed in Revenue Agent’s report dated November 3, 1920 is 
reverse#* 


Ho. 4853. 

Reading Hardware Company, 
vs. Appellant, 
Commissioner of Internal 
Revenue. } 


Page JJo. / ^ 






Reading Hardware Company 


Year er.ded December 51, 1917 


schedule 6 


Invested Capital 1517 

As shovm in Bureau letter dated 
April 28, 1523 

As corrected 

Set increase as explained below 
increases: 

(a) Adjustment for depreciation 

reversed £169,287*09 

(bj Adjustment for preferred stock V 

purchase reversed 17.366.59 ^^ • 

Total increase 

Decrease: 

(c) Adjustment for 1516 accrued taxes 
Aet increase as above 


£1,061,250.76 
1.266.295*11 * 
£ 167,052.36 


£ 187,153.68 

121*33 
$ 187,032.35 


Schedule 7 

Explanation of Items Changed 

(a) The adjustments made to invested capital on account of 
depreciation in Revenue Agent’s report dated November 3, 
1920 are reversed in accordance with the agreement reached 
in a conference held before the Unit on October 20, 1924 
as follows; 


Deductions reversed *4,756.08 

64,457.33 
12,143.35 
30,340.77 
55,053.21 
5.261.94 


Additions reversed 


Net adjustment 


£175,072.68 

*4,439.90 

1.345.69 

5.755.55 

$169,267.09 


So* 4853* ) 

Ses -j.ng Hardware Company») 

▼a* Appellant, ) Pago £o» /& 
Cor^esicnor of Internal ) 

Severue* ' ) 
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Bonding Hardware Company 


' \ 

Year ended December 31, j.917 

i 

Schedule 7-Cor tinned 


(b) Adjustments tc invested capital on account of preferred stock 
retired are reversed because current earrings are sufficient to 
retire &li the stock purchased. 

(c) 1916 Income tax is considered an accrued liability at December'51, 
1916-iand is therefore deducted from invested capital in full. 


1916 tax Schedule 3 
Previously deducted 


Adjustment 


$3,285.05 

3.163.72 

i 

$ 121.33 


•*i 

•f A > 


Schedule 8 

Proof of Invested Capital 

•-Capital Stock 
Surplus 
Reserves 

Total, corrected balance sheet beginning of year $1,271,578.16 
Seduction - 1916 tax ^3,285.05 

Total (deduct from above) 

As shown on Schedule Ko. 6 


061,056.33 

205,657.26 

4.862.57- 


3. 265.05 


$1,268,293.11 


Schedule S~a 


Computation of Corrected Surplus 


Amount shown on nooks 
Depreciation on land disallowed 
Corrected surplus 


£198,110.49 

7.546.77 

i 

$205,657.26 


Ko. 4853^ Heading Hardware Company,) 

> vs. Appellant, •• } \ Page JTo*/^ 

Commissioner of Internal Revenue. } 







Heading Hardware Company 


Tear ended Doc c mb#* Zl, 


Schedule 9 

Ccnputation of Rxcess Prof5ts Tax 


Invested capital (Schedule S) 


$1,266,293.11 

Set income (Schedule 4) 


$ 348,937.17 


lilCOiii 

TA£ 

Deduction 7^, $86,780.52, 
plus $3,000. 

$91,760.52 


Taxable at 2C% 

25% 

55% 

45 £ 

96,465.44 

65,414.65 

$5,414.65 

31.655.91 

19,692,6. 

15,855.66 

•22,195.12 

14.c5c.7o 

$548,957.17 

$ 72,060.25 


Schedule 10 


Confutation of lax, 1517 - Total lax 


income 

*r... 

aw 

Sai'.hle net income. Schedule 4 

$546,937.1? 


Deduct- 



Recess profits tax. Schedule 

9 72.060.23 

$72,060.23 

Taxable at Z% 

$276,856.54 

5,557.14 

Taxable at 4& 

276,856.94 

11.074.21 

Total tax liability 


OSS,692.15 

previously assessed: 

Original Uarcfc 1918,Acct.*;27 JC771- $55,974.74^ 

Additional April 1921, P.S8. L. 5 22,189.22 

Additional aarch. 1924. P.2.L.2. Su.S 1.672.76*-85.351.74 

Overassessment 


$1,145.09 


Ko. 4853. Reading Hardware Company, 
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Esading Hardware Company 


lCv.r ended December SI, 1918 


schedule 11 


Let Inccne 


Net Income as disclosed "by BuYeau 
letter dated 22arch 27, 1924 

As corrected 

Addition 


$159,451.47 


151.752.28 


$12;500.8i 


Addition: 


(a) Depreciation disallowed 


Schedule 12 


$12,300.81 


Explanation of Items Changed 

[a) In accordance with the agreement reached in conference held 
before the Unit on October 20, 1924, additional depreciation 
allowed in Eevenue Agent’s report dated November 3,;1920, is. 
reversed. i 


Schedule 13 


Invested Capital 

Invested capital disclosed by Bureau letter 
dated aarcb 27, 1924 

As corrected. 


fl,3$3,353.82 


1.544.982.02 


Additions as explained below 
Additions: 

(a) Adjustments for depreciation 

reversed 

(b) Adjustment for 1917 taxes 
total additions 

Reduction: 

(c) Adjustment for 1916 texes 
Total redactions 


$191,122.06 

627.45 


$121.33 


$ 191,628-20 


$191,749.53 


121.33 


Additions as above 


$191,6*3.20 


So. 4853. Heading Hardware Company, 

Appellant. 

Commissioner or Internal Revenue• 
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Year ended December 31, 1918 


Bead lag Hardware Company 


Schedule 14 


Explanation of Items Changed 


(a} Che adjustments made tc invested capital on account of 
depreciation in Hevenue Agent’s report dated November 3, 
1920 are reversed in accordance with, the agreement reached 
in a conference held before the Unit on October 20, 1924 
as follows; 


Deductions reversed 


additions reversed 


'Set adjustment 

(b) Adjustr.trt is made for 1917 


$ 3,189.87 
72,046.83 
14,609.24 
35,575.51 
61,716.97 
6.891.30 

$193,931.77 


$1,782.71 

1.026.98 

2.809.69 
$191,122.08 * 

taxes as follows: 


Total taxes 1917, Schedule 10 

$88,691.65 prorated for 200 days 

Deduction in Bureau letter dated liarch 27, 1924 


$86,691.65 

48,598.16 

49.225.61 


Adjustment 


$ 627.45 


(c; Your- invested^ capital is decreased by the amount of 

the additional tax for 1916 $ 121.33 


Schedule 15 

Proof of Invested Capital 


Capital Stock 


$1,038,058.33 


Surplus 


550,659.2* 


Reserves 


4,862.57 


Total, corrected balance sheet beginning of year $1,593,560.1^ 

Redactions: Adjustment for 1917 taxes $48,598; 16 
Total (deduct from above) 

As ifeosn on Sahedule Ho. 13 $1,544,982.61 


So. 4353. Readi n g Hardware Company,) 
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Reading Hardware Company 


Year ended December 3], 1918 

i 

i 

Schedule 15-a 
Computation of Corrected Surplus 

i 

i 

, t 

amount shown on hooks £143,120.76' 

Depreciation of land disallowed 7,$46.77 

Capital stock is reduced on j 

account of stock issued for 

good will disallowed and therefore j 

amount charged to surplus is restored 400,000.00 

Original 1916 tax paid % 2.276.60 

I 

• ; 

£553,944.32 

Less cor'ected 1916 tax 3.285.05 

| 

Corrected Surplus $550,$59.27 


Schedule 16 

i 

Computation of Excess Prof its and «Tar Profits Credits 

i 

Consolidated net income taxable year 
(Schedule 11) $151^752.23 

i 

Consolidated invested capital taxable year j 

(Schedule 13) £1,544^982.02 

| 

EXCESS PROFIES CREDIT 

8/i of invested capital for taxable year $123,j598.56' 

• i 

Exempt ion 3«j00C,00 

Excess profits credit $126^598.56 * 


PROFITS CEELI? . 

10/fc of invested capital for taxable year 

Exemption 

War profits credit 


$154,498.20' 

j . 

3,000,00 

i , 

$157,498.20 


Ho. 4853. Heading Hardware Company,) 
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Heading Hardware Company 


Tear ended Dec tint er 31y.l918 


Schedule 17 


Computation of Total Tax 


EXCESS iSOFETS TAX 


Ret income for taxable year 


IRCOEE 


$ 151,752.28 


Less excess profits credit 


Balance 


Taxable at 30/e 


126.598. 51 


$ 25,153.72 


$ 25,153.72 $7,546.12, 


WAR PROFITS TAX 


Set income for taxable year 


$151,752.28 


Less war profits credit 
Taxable at 80>£ 


157.498.: 


Hone 


War profits tax 

Total excess urofits and war profits tax 


None 


$7,546.12 


ZSCOKS TAX 


Ret income for taxable year 


$151,752.28 a 


Lesss War profits and excess 
1 profits tax 

Exemption 

Taxable at 123> 


$7,548.12 

2.000.00 


9.546.12 


$142,206.16 <“ 17.064.74- 


Total war profits, excess profits and income taxes $24,610.88 

Previously-assessed: 

Original April 1919 Acc't. 402-643 $30,8X6.53** 

Additional September 1920, P.83, L.0 2,025.14** 

Additional April 1921 20.967.66 ^ 

Total $63,869*33 K 

Overassessed 3/29/24 29.954.80* ** 

Ret assessed 23.934.63 


Additional tax to be assessed 


$ 676*33 


Bo« 4853* Reading Hardware Cocpacy ,) 
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Cosaaisalonor of Internal Revenue* ) 


Beading Hardware Company 


Year ended December 31, 1919 


Schedule 18 


Set Income 


Hot income as disclosed by Bureau letter 
dated March 27, 1924 

As corrected 


$174,801.23 


L80.792.5c 


Addition 


addition: 


(a) Depreciation disallowed 


$ 5,991.33 


$ 5,991.33 


Schedule 19 


Explanation of Items Changed 


(a) In accordance with the agreement reached in conference held 
before the Unit on October 20, 1924, addi'ional depreciation 
allowed in Revenue Agent's report dated November 3, 1924 is 
reversed • 


Schedule 20 


Invested Genital 


Invested capital disclosed by Bureatf letter 
dated March 27, 1924 
As corrected 

Set*additions as explained below 


Additions! 

(a) Adjustments for depreciation 
reversed 

: (b) Adjustment for 1917 taxe) 

(e) . Adjustment for dividends 


#203,422.89 

1,145.09 

3.347.40 


#1,412.794.61* 

1.620.302.84 

j 

# 207,508.23 


Total additions 
Seductions: 

(d) Adjustment for 1918 taxes 

(e) Adjustment*for 1916 taxes 

Total reductions 


#285.82 

121.33 


4 207*; 915.38 


407.15 


Het additions as above 


#207,506*23 


DiO. 4853.- Heading Hardware Company,) i 
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Reading Hardware Company 


rear ended December 31, 1919 


Schedule 21 


Explanation of Items Changed 


(a) She adjustments made to inve»,*«. capital on account of 
depreciation in Revenue Agent* s report dated November 3, 
1920 are reversed in accordance with the agreement reached 
in a conference held before the Unit on October 20, 1924 
as. follows: 


Reduction reversed 


$ 4,138.80 
79,488.18 
1,025.73 
16,885.71 
40,779.33 
55,292,25 
6,508.03 


Total 

Additions reversed 
Net adjustment 


$204,118.03 

695.14 

$203,422.89 


(b) The overassessment shown in Schedule 10 is added to invested 
canital. 


In accordance with Section 201 of the 1918 Act, dividends are 
deemed to have been paid out of the most recently accumulated 
earnings to the extent of such earnings or profits, exoept any 
distribution made during the first sixty days of any taxable 
year which are deemed to have been made from earnings or profits 
accumulated during preceding, years. Treasury Decision 2700 
provides that accrued Federal income and profits taxes for the 
current year shall be deducted from the earnings of the taxable 
year in order to ascertain the amount of earnings available 
fer dividend distributions. The following computation is the 
method outlined in Article 857, Regulations 45. 


Invested capital for year 
Book incase for year 
Tentative Tax 


$1,641,385.49 

180,792,56 

29.855,19 


Hat income available for dividends 


$ 150,937,57 


So, 4853, Reading Hardware Company, 
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Beading Hardware Company 




Year ended December 31, 1919 


Schedule 21-Continued 

(jc) Continued 

Available for dividends for one day 
Dividends Paid* Available Paid out 


$413.! 53 


Humber ■ Adjusted 
of Days j 

Date imount Earnings of Surplus Effective Average 


April 1,1919 $65,200.00 $37,217.70 $27,982.30 

Deducted in Bureau letter dated ’arch 27, 1924 

Increase in invested capital 

^Dividends paid i iclude capital stock retired- 

(d) Adjustment is made for 1918 taxes as fellows: 

Total taxes 1916, Schedule 17 
Prorated from due dates' 

$24,610.80 by .4226027 
Seduction in prior letter 

Adjustment 


275 j $21,082.55 

j 

| 24.429.95 

i 

$ 3,347.40 


v “24;610.86' 

| 

$10,400.62 
10^114.80 

$ |285.82 


(e) The additional tax for 1916 (Schedule 3), is deducted from 
invested capital. 

, i 

Schedule 22 

. i 

Proof of.Invested Capital 


Capital Stock 

Surplus 

l&serves 

Total, corrected balance sheet beginning of year 


$1,034,058.33 

• I 

612,865.11 

i 

i 

4.862.57 

$1,651,786.01 


Seductions: Dividends paid 

1918 Federal tax 

Total (deduct from above) 

As aho£n on Schedule Ho. 21 


$21,082.55 

10.400.62 


31.483.17 


$1,620,302.84 *• 


Ho* 4855» 
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.Leading Hardware Company 


Year ended December 31, 1919 


Schedule ?3 


Computation of Corrected Surplus 


Surplus as shown on Books 
Capital stock reduced on account 
of stock issued for good will 
disallowed and therefore amount charged 
to surplus restored 


Total 

Depreciation of land disallowed 


$1?1,793.S1 

500.000.00 

i 

$671,793.91 

7.546.77 

$679,340.68 


Original tax paid: 


1916 

1917 


3,27 o.80 
65.974.74 


$748,592,22 

Excess of‘ subscription to - T ar Chest 
ever amount paid _ 543.50 


-ct 


$749,140.72 


Loss corrected tax: 

1916 

1917 

'Leas 1918 


Corrected 


$3,235.05 ^ 

95.591.65 - 

$91,976.70 ** 

44.298.91 

136.275.61 

$612,865,11 


Schedule 24 

Computation' of Tax, 1919 Bates 


Excess Profits Tax 


Jet income. Schedule 18 
Invested capital. Schedule 20 
of invested capital 
Plus exemption $3,000 
Total credit 


$ 160,792.56 
1,620,302.84 
129,624.23 
5.000.00 

$ 132,624.23 


Ho. 4853. Reading Hardware Company, 
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Heading Hardware Company 




20* 


Income 
$180,792.56 


-X 


Year ended December 31, 1919 

i 

Schedule 24-Continues 


Credit Taxable Sate 

i 

i 

$132,624.23 $48,166.33 20 


Tax 

$9,633.67 


IK CO IE TAX 


Ket income taxable year 
Less: 

Excess profits tax 
Exemption 


£9,633.67 

2.000.00 


Balance taxable at 10/5 
Income tax 

Total Income, and excess profits tax 

Previously assessed: 

Original.Uarch 19 20, Acct.414516 
Additional April 1921 P.98,' L.5 
Additional Hay 1924 P.35. L- 9 


$180,792.56 


11.633.67 

$169,158.89 


$9,633.67 


j16.915.89 
§26,549.55 

i 

i 

i 

i 

$20,158.95^ I 

6,871.30-r , ' ! 

829.S5* o 27,860.10 ^ 


Overassessment. 


$ 1,310.54 


Schedule 25 

Year ended December 31,1920 

Set Income 


Ret income as disclosed by Bureau letter 
dated August 20, 1924 

As corrected 

Addition 


$590,551.07 

i 

595.911.69 
$ 5,360.62 


Addition: 

| 

(a) Depreciation disallowed $ 15,360.62 

j 

Schedule 26 

i 

Explanation of Items Changed 

(a) In accordance with the agreement reached in conference held 
before the Unit on October 20, 1924 additional depreciation 
allowed in Bureau letter dated August 20, 1924 is reversed. 


Ho* 4853* Heading Hardware Company, ] 
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Reading Hardware Company 


Year ended December 31, 1S20 


Schedule 27 
Invested Capital 

Invested capital disclosed by Bureau letter 
dated August 20, 1S24 

As corrected 


AdditiQns as explained below 
Additions: 


(a) Adjustment for depreciation 
lb) Adjustment for 1919 loss 
(c) Adjustment for 1919 taxes 
(dj Adjustment for prior taxes 


$209,414.20 

44,298.91 

552.81 

347.43 


Total additions 


$1,521,215.84 
1.775,629.19 
$ 254,613.35 


$ 254,613.35 


Schedule 28 

Explanation of Items Changed 


(a) Adjustment is made for depreciation and additions in accord¬ 
ance with the agreement reached in conference held before the 
Unit on October 20, 1924 as follows: 

Adjustment for depreciation reserve to surplus shown in 
Revenue Agent’s report reversed.' 

Deductions reversed: 

$ 5,064.58 
87,100.12 
4,121.27 

19.207.85 
45,908.70 

43.305.85 
5,163.71 

$209*872.06 

Additions reversed 457.86 

$209,414.20 

(h) The adjustment cade to invested capital on account of the loss 
on the Keystone Hardware Company is revereed. 


No. 4853. 

Reading Hardware Company, 
▼8. Appellant, 
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Year ended December 31, 19* 

i 

Schedule 28-Continued 

i 

i 

(c) Adjustment is made for 1919 taxes as follows: 


Total tax for 1919 - Schedule 24 
$26,549*56 by .4214 
Deduction in Bureau letter dated 
August 20, 1924 


Adjustment 

(d) Adjustment is made for prior year taxes.es follows: 


11,187.44 

.$ j 552.81 


1916. taxes' .paid in 1917 
119l7* original-taxes 
1918 original taxes 
Total original taxes 
Set 'adjustment shown in 
•feareau letter dated 
.August 20, 1924 • 


$3,276.60 
65,974.74 
30*1876:53 
$100,128.07 


16,806.92 


"Corrected 'Taxes; 
(Schedule 3} » 
(Schedule 10} 
.(Schedule* i?^ 


Adjustment 


$1^.6,934.99 


1916 

1917 

1918 


$ 3,285.05 
88,691.65. 
24.610.86 


116.587.56 
$1 347.43 


Schedule 29 

Proof of. In-rested Capital 


Capital Stock 
Surplus 

Reserves:. Bad debts 

Federal' taxes • 

Total, corrected balance sheet beginning of year 
Redactions - 1919 tax adjustment 
As shown on Schedule Do. 27 


$089,058.33 ^ 

. I 

773,096.72 ^ 

! 4,862.57 f 
20.000.00 Jv 

$1,787,016.62 ** 

j 

11.187.44 * 

i 

$1,775,829.18 + 


Bo. 4853. Reading Hardware' Company,) 
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Beading Ks.rdas.re Coispany 


Year ended December 31, 1920 


Schedule 30 

Computation cf Corrected surplus 

'* $232,008.44 
7.546.77 

$239,555. 01 


Surplus as shown or* Looks 
Depreciation of-lsnd disallowed 


Original tan paid: 


1926 

1917 

1916 


3,276.60 
65,974.74 
30.676.53 


Total 

Capital stock is reduced on account 
of stock, issued for good will disallowed 
and therefore amount charged to surplus 
is restored 

Total 


$389,663.28 


50C.00C.C0 

$869,683.26 


Less Corrected Taxt* 

1 

1916 

1917 
•1918 


$2,265.05 
-66,591 .'65 
-24.610.86 


116.587.56 


Corrected Surplus 


*773,025.72 


Schedule 31 


Computation of xax, 1920, Bates 
Excess Profits Tax 


2»tt incone. Schedule 25 
Izrrested capital, schedule 27 
8 $ of Invested capital 
Plus -exception. 93,000 
Total credit 


$595,911,69 v “ 
1,775,829*19 
142,055.34 
3.OOC.CC 
$145,066,34 
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Beading Hardware Company 


Year ended December 31, 1920 


Schedule 31-Continued 


Income 


Credit 


Taxable 


Bate 


20%- 4355,165.84 $145,066.34 $210,099.50 20 $42,'019.90 


Balance 240.745.85 


240,745.85 


i 96*296.34 


Total '$595,911.69 $145,066.34 $450,845.35 


$138,318.24 


I3SCCL3 TAX 


Set income taxable year 


$595,911.69 


^•set Interest T.S. obligations 

/.net exempt ‘ $ 1,473.43 

-Excess profits tax 138,318.24 

Exemption 2.000.00 ‘ 141.791.67 

Taxable at lOp $454,120.02 

Income tax 


45,412.00 


Total income and excess profits tax 
Previously assessed: Original sarch 1921 #422754 


$133,730.24 


153.330.15 


Additional to be assessed 


$19,900.11 


TToa, October 10, 1928, the foregoing deficl 
certified from the record aa a true copy 

Cli 



tice ^cneonlca' 


Board, App4alf te 
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BEADING HARDWAEE CO. VS. COMMK. OF INT. itEV 


1 

1 o 


Ralph P. Smith, Esc , (A. W. Gregg, Esq., Solicitor of 
Internal Revenue), for the Commissioner. 

Proceedings. 

Mr. Smith: Proceed, Mr. Kantner. 

Mr. Kantner: If the Board please, this is an appeal from 
the determination of a deficiency in income and 
36 profits taxes for the calendar years 1916, 1917, 1918, 
1919 and 1920, in the sum of $18,24*2.14, milder the 
Revenue Acts of 1918 and 1921, 1 should say,| 1917 and 

1918, arising from a mathematical inaccuracy of the Com¬ 
missioner in computing the taxes for the years 1917, 1918, 

1919, and 1920. j 

And, the taxpayer admits the net deficiency for the 
said five years of $993.36, but denies liability | in excess 

thereof. I 

The taxpayer is a Pennsylvania corporation land is en¬ 

gaged in the manufacture of hardware at Reading, Penn¬ 
sylvania, and was engaged during the taxable years; and 
it was incorporated in 1886 and reorganized in 1911. 

Its invested capital for tax purposes is based upon the 
status of the corporation as fixed by the reorganization 
in 1911. At that time, it issued, through its reorganiza¬ 
tion committee, to its stockholders, 15,470 shares of com¬ 
mon capital stock and 805 shares of preferred stock, as 
of a par value of $100 per share, and it had a | surplus of 
$30,550.43. | 

On December 31,1911, the taxpayer set up on its books an 
item of $500,000 for patents, trade-marks and good-will, 
said item was reflected in its surplus at that time. The 
accountant debited the good-will, I think, for $500,000, and 
credited surplus with the same amount. 

in 1917, $400,000 was written off by debiting surplus 
and crediting good-will. 

37 In 1918, $100,000 was written off in the!same man¬ 
ner. 

On May 28, 1921, the taxpayer sought to have these 
items reinstated in surplus for invested capital purposes 
for 1917, 1918 and 1919, and filed a petition for a refund 
of taxes for 1916, 1917, 1918 and 1919. j 

On February 21, 1924, a claim for refund was! disallowed 
upon a review of the taxes for the years 1917, 1918, and 
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1919, and additional assessment :as levied and paid by 
the taxpayer on September 30, 1924, the amount of that 
payment—I would j like to have it on my record—Well, I 
will supply the amount of that; it was sixteen hundred 
and ninetv odd dollars. 

Now, on August 20, 1924, the Commissioner notified the 
taxpayer of a deficiency in tax for the year 1920, to which 
the taxpayer excepted and after the conference with the 
Income Tax Unit on October 20, 1924, the Unit approved 
the exceptions and approved the amount of taxes for the 
years 1916, 1917, 1918, 1919 and 1920, on the basis of the 
findings of that date, as agreed upon at that conference, 
which related, however, only to the subject of depreciation. 

Subsequently, at the request of the Commissioner the 
taxpayer executed and delivered to the Commissioner of 
Internal Revenue waivers covering the years 1916, 1917* 
and 1918. 

On April 24,1925, the revisions for 1916, 1917,1918, 1919, 
and 1920. were opened by the Commissioner to the 
38 taxpayer. These revisions are the subject of the 
deficiency in this case. 

On June 20, 1925, the taxpayer filed its appeal; in the 
fourth paragraph of the appeal, it alleges: 


“The determination of tax contained in the said defi¬ 
ciency letter is based upon the following errors: 

“First, exclusion of good-will in the sum of $500,000 
from capital stock outstanding; and inclusion of said good¬ 
will in surplus: for the purpose of computing invested capi¬ 
tal for the years 1917,1918, 1919 and 1920. 

“Second, omission of item in the amount of $44,298.91, 
known as ‘loss on Keystone Hardware Company stock,’ 
when computing invested capital for the year- 1917 and 
1918. 

“Third, inclusion in surplus as a deduction therefrom 
of the item of $44,298.91, known as ‘loss on Keystone Hard¬ 
ware Company stock’; when computing invested capital 
for the year 1919. 

“Fourth, resultant tax computations for years 1917,1918, 
1919 and 1920, as affected bv the foregoing.” 


On July 28, 1925, the Commissioner filed his answer to 
this appeal, admitting that the item of $44,298.91, known 


I 
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i 

as 61 loss on Keystone II irdware Company stocfy” should 
be included in invested capital for the years 1917 j and 1918, 
but denied the other exceptions of the taxpayer. 

39 On November 7, 1925, the Commissioner moved 
for permission to amend his pleadings, Ips answer, 

which was granted. And. on November 7, 1925,: the same 
date, the Commissioner filed a plea and answer, moving 
the Board to dismiss the appeal in so far as it referred 
to the tax year 1917, for the reason that adjustment in the 
year, in that year, of the tax liability, one of the years 
from which the taxpayer is appealing, is a refund, and no 
deficiency was found, and that the Board is without juris¬ 
diction to hear and determine said part of the appeal. 

And, again in answer to the petition of the taxpayer 
admits that the item of $44,298.91 as loss on I Keystone 
Hardware Company stock, should be included ip invested 
capital for 1918; denied the other exceptions of the tax¬ 
payer. 

Now, we propose to offer in evidence in this case testi¬ 
mony for the purpose of showing the reorganization of 
this company in 1911 merely for the purpose of fixing its 
original invested capital. We propose to show by our ex¬ 
pert accountants that by applying the customary, usual ac¬ 
counting principles and rules and regulations, jas we un¬ 
derstand them, that this is reallv onlv a matted of calcu- 
lation, as to what should be done in this case. 

We propose to offer in evidence a statement <j)f what we 
contend is the real state of the account between the 

40 commissioner and the taxpayer, and according to 
that account, we find that there is a balance due to 

the United States of $993.36. I 

Now, I do not want to go into an extended statement at 
this time. It is really a complicated situation, covering a 
long period of time, and I would like to keep;the record 
down within proper proportions, and do not want to put 
anything in if it does not have any bearing on the case. 

I might say that my position in the case resolves itself 
down to two questions, and I would like to state jthis: First, 
did the Commissioner err in excluding the item of good¬ 
will in the sum of $500,000 in i-vested capital, for the pur¬ 
pose of computing invested capital for the vearsi 1917, 1918 
and 1920? ! 
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And, second, did the Commis> hner err in including in 
surplus, as a deduction therefrom, the item of $44,298.91, 
known as loss on Keystone Hardware Company stock, in 
computing invested capital for the year 1919? 

Mr. Smith: Xow, if I follow your statements, Mr. Kant- 
ner, at the reorganization of this concern, fifteen thousand 
shares of stock of par value of a million and a half dol¬ 
lars was issued for the book value of the assets? 

Mr. Kantner: That is it, yes, sir. 

Mr. Smith: That the book value of the assets, not 

41 including anv good-will, was something in excess of 
a million and a half dollars? * 

Mr. Kantner: Yes, sir. 

Mr. Smith: Is it true that the Commissioner has ex¬ 
cluded from the amount of invested capital in respect to 
that $1,500,000 the $500,000, and has reduced the invested 
capital thereby? 

Mr. Kantner: The situation is this, if your Honors 
please: At the time of the reorganization, there was ap¬ 
proximately outstanding $1,547,000 of common stock and 
$80,500 of preferred stock. 

Xow, we say that that is our starting point for the pur¬ 
pose of determining the invested capital. We say that in 
addition to that, we have a surplus, an earned surplus, or 
surplus represented bv propertv of something like $30,- 
000 . 

Xow, this $500,000 item was put on the books afterwards, 
after this reorganization took place; it was not considered 
in regard to this stock, but we say that we must start off 
with the real invested capital as of that time. 

Xow, subsequently, when we filed our petition for re¬ 
fund, at the suggestion of our expert accountant, we put 
on the books this $500,000 item, as it had been written off, 
and, of course that was disallowed, and we might as well 
eliminate that from the case because I am not taking ex- 
ception# to the action of the Department in so far 

42 as that $500,000 item is concerned, that is, for not 
allowing us that as a part of invested capital. But, 

what I object to is their deduction—in making that revi¬ 
sion—the deduction of this $500,000 from our invested capi¬ 
tal. We say it should be deducted from surplus, because 
it came on the books in the form of surplus, and it ought 
to be charged against the surplus allowed. 
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As it turned out, the surplus was depleted find there 
was not sufficient there in the surplus to take care of the 
whole of these two items at the time they wer£ written 
off. But, there was, the year it should have been written 
off and as there was an operating* deficit, we say! that that 
should not be charged off against the invested capital. 
There are rules and regulations covering that land I do 
not think there is any doubt about it, as I think as we pro¬ 
ceed in the case, your Honors will see how these deductions 
were made, and our ground for stating why it should not 
be taken out of invested capital. j 

Air. Smith: Air. Smith! ! 

Air. R. P. Smith: If the Board please, I think Air. Kant- 
ner has made a very excellent and intelligent statement of 
the case, and I notice he has refrained from making any 
mention of the conferences which we have had since he 
has filed his appeal. I think, to make a long story short, 
wc have agreed, I believe, except in so far as the time 
that this adjustment is made—may I ask, for sub- 
43 sequent years, we have agreed on all the adjustments 
for 1918, 1919, and 1920, these are agreed on! 

Air. Kantner: Yes, sir. ! 

Air. R. P. Smith': And, if your Honors please, I will be 
glad to have you follow my discussion, and to assist, I will 
file this letter with the members of the Board, j That is a 
copy I have sent out from the Commissioner^ office, in 
which we admit this adjustment—I am just filing it with 
you so that you can follow my discussion along; 

Now, to explain more in detail, this adjustment is in con¬ 
troversy, the part of it in 1917; in 1910 or 1911—the date 
is immaterial—there was what they termed a Reorganiza¬ 
tion. In order to make my position clear, I will; have to go 
into these facts. I do not want to bring out anything which 
will not be before the Board, but I will have to go into some 
of these things. 

There was what they termed a reorganization; period; ac¬ 
cording to the information which we have it was a stock 
dividend. Now, the Commissioner did, as Air. Kantner 
stated, make this adjustment of $500,000, which he admits 
should be made, and the Commissioner did take that out 

i 

2—4853# i 
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of invested capital. To have taken it out of surplus—and 
I am not admitting that it should be properly taken out of 
surplus—but to have taken it out of surplus would be to 
have credited 1 it to what is already a surplus deficit, 

44 and since they had not adjusted the capital stock 
prior to that time under the rules in the Department, 

we could not reduce paid-in capital, not capital stock neces¬ 
sarily, but we could not reduce paid-in capital by this 
operating deficit. 

Now, my understanding and my contention is that it 
makes no difference whether that was taken out of surplus, 
or whether it was taken out of capital stock, the result 
would be the same. 

If we took it out of surplus, there would have been a 
stock dividend issued and we would have to reduce the capi¬ 
tal stock by that to get back to the earnings paid in. In 
1918, 1919 and 1920, there was a large surplus, so that 
it would make no difference in the capital stock or in in¬ 
vested capital for that year whether you took it out of 
surplus or whether out of capital, the result would be the 
same, and, if you took it out of surplus, the surplus would 
be reduced, but, as I understand in this instance, they had 
a deficit, and it would be necessary to wait until they got it; 
and if you took it out of stock, the stock would be reduced, 
but whether out of surplus or out of stock, the result would 
be the same. 

You see this adjustment which I am talking about and 
which we have been discussing, relates to the years 1918, 
1919 and 1920; no matter what the adjustment is in 1917, 
it will not affect 1918, 1919 and 1920. 

45 Now, if your Honors please, there is already a re¬ 
fund in the original letter and there is stated a larger 

refund in the letter which we make mention of, allowance 
for back in 1917, and since there is a refund for 1917, an 
admitted refund, and since it does not carry through, and 
since the case is distinguishable from the Hickory Spin¬ 
ning case, with which all of you are familiar, I suggest that 
the Board has no jurisdiction to hear this appeal under 
the decision of the Everett Knitting Mills, and any result 
which the taxpayer would have would be to permit him to 
take simply a larger refund than he is already entitled to. 
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And, that is the substance of my motion, if I have made 
myself clear to the Board. 

For the subsequent years, I am certain that the taxpayer 
and the Commissioner are in agreement; they are stipu¬ 
lating—we have already agreed to, already sent that letter 
out, and in order that the case may be settled, vte have, in 

* i 

our letter, set up that for the latter years, as shown in the 
Commissioner’s letter. j 

Mr. Kantner: I would just like to call the attention of 
Mr. Smith to one thing; I think it is all here, but in this 
last paragraph, the answer that was filed, the Commissioner 
says; in number four, he denies that the item ofi$44,298.91 
was erroneously deducted from invested capital for 1919 
and 1920. j 

46 Mr. Smith: That is corrected in the deficiency let¬ 
ter. 

Mr. Kantner: Yes, but this was sent out. 

Mr. R. P. Smith: I will waive that, I will have that cor¬ 
rected. 

Mr. Kantner: I just wanted to get that clear, as to 

whether there was an error for 1920; we never took that 

up? I 

Mr. Smith: Yes. j 

Mr. Kantner: IVe only stated that it applied for the 

vear 1919. ! 

v 

Mr. R. P. Smith: Does that make a material I difference? 

Mr. Kantner: You added the vear 1920. 

Mr. R. P. Smith: I have made an error in the item of 

$44,000, particularly with reference to invested capital in 

1920. There is an error in computation and I am sure that 

we can correct that if we can get this 1917 matter straight; 

I am sure we will be able to get an adjustment in these 

other years. I am positive there will be no difficulty about 

the questions involved there, if we can agree dn 1917. 

Mr. Kantner: I do not think there is verv much differ- 

* 

ence as to the facts. I believe you were referring to the 
Hickory Spinning case? 

Mr. R. P. Smith: Yes, and I think that case and this can 
be distinguished. 

47 Mr. Kantner: I say that the Hickory Spinning 
case is in point; that is found in 1 Board of 

Tax Appeals, Page 409, and it rules this case] That case 


i 


i 
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was very similar to this. The Commissioner determined 
a deficiency in income and profits taxes, for the years 191S 
and 1919, amounting to $8,040, and in the same letter de¬ 
termined an over-assessment as to the vears 1917 to 1920, 
in the sum of $215.50. The Commissioner filed a plea in bar, 
so that part of the appeal relating to the years 1917 to 1920 
was overruled, and the Board in its opinion said this, with 
respect to that: 

“The appeal is, in all essentials, the same as that pre¬ 
sented in Barry’s Appeal, 1 B. T. A. 156. Upon that de¬ 
cision alone the Commissioner’s plea here must be over¬ 
ruled. But it is perhaps not improper to indicate the results 
which would follow any other course. The taxpayer appeals 
here from the disallowance of certain deductions for ex¬ 
haustion, wear, and tear for the years 1917 to 1921, inclu¬ 
sive. If the Board should limit its decision to the particular 

vears as to which the Commissioner asserts a deficiencv and 
• * 

should uphold the taxpayer therein, it could not ‘determine 
that anv assessment should be made’ and additional tax 
collected in pursuance of such assessment for the simple 
reason that section 281 of the "Revenue Act of 1924 provides 
that all or any overpayments under the acts from 1909 to 
1921 shall be credited against any income or profits taxes 
due from the taxpayer. Thus, if we should limit our 
48 determination of the appeal to the years 1918 and 
1919, for which deficiencies are asserted by the Com¬ 
missioner, and for those years we should find that the de¬ 
ficiencies are only partly correct, we could not determine the 
assessment to be made as provided by section 280, for we 
would not be in position to determine the extent of the 
credits provided by section 281.” 

Now, the Board has decided a similar case in the appeal 
of the Fort Orange Paper Company, reported as 1 B. T. A. 
1,230, in which thev held that where a deficiencv is asserted 
for one year less than an over-assessment in the preceding 
year, the Board has jurisdiction to consider the appeal as 
to both of the vears, and to determine the correct amount 
of tax. 

Now, as to both of these cases, and on authority of these 
eases, the Court has jurisdiction, and that really, your 
Honors, follows under the Act of 1924. 
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Mr. R. P. Smith: Now, if the Board please, 1 I want to 
make it clear that the assessment does not carry through 
and your decision in the Hickory Spinning case—which I 
am quite certain the Commissioner has acquiesced in—I am 
citing it as my authority, because, in our opinion, in our 
judgment of this adjustment in here, would affect the in¬ 
vested capital, in that case, for all years, and that carries 
through, and consequently, you could not determine 

49 what the correct invested capital in any one year was 
unless you knew the correct invested capital, what the 

adjustments were for the prior years. 

That adjustment carries through. Now, as to this cash 
here, as I have mentioned, the adjustments do not carry 
through for the year 1917. The tax can be |determined 
without taking that into consideration, and the Board has 
no jurisdiction on that particular point, on the jquestion of 
adjustment of taxes, but, I think the Board j has subse¬ 
quently—I do not know that the Commissioner has ac¬ 
quiesced in these, and I am not citing them, that is, as his 
position in regard to them,—but in the late decisions that 
have come out within the last few davs, the Board would not 
have authoritv to act in cases where tliev do not carrv 

• •/ i m/ 

through. I am not certain as to the position of the Com¬ 
missioner in regard to these cases. 

Mr. Smith: The motion will be taken under advisement, 
and no definite ruling will be made on it at this; time. I do 
not think the Division has sufficient facts before it to en¬ 
able us to pass intelligently upon the motion, but we will 
permit the taxpayer to prove the points raised.! 

Mr. R. P. Smith: If I have made my position clear—I 
think counsel for tlie taxpayer has agreed with what I have 
stated, if T have made my position clear. If I: have not, I 
will be glad to go further. j 

50 Mr. Smith: I notice that a copy of the deficiency 
letter, dated April 24, 1925, states that an examina¬ 
tion of their income tax returns for the years 1916 to 1920, 
inclusive, has been made, resulting in additional tax for the 
year 1916, additional tax for 1918, and over-assessment for 
1917, and so on. 

Mr. R. P. Smith: Yes. ! 

Mr. Smith: We do not have the supporting schedules 
which we would like to receive, but I think the Division 


i 
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should not rule definitely upon your motion this morning, 
Mr. Smith, and for the purpose of permitting the taxpayer 
to put in his proof, we will go ahead with the evidence, and 
it will be considered when the appeal is taken up by the Di¬ 
vision, and ruled upon at that time. 

Mr. E. P. Smith:' I would like to know if I have made 
my position clear on that ? 

Mr. Smith: I think so, I believe it is. 

Mr. E. P. Smith: It is rather complicated, I realize. 
Under the decision, and with what we term as paid-in capi¬ 
tal, we all know that paid-in capital is not merely capital 
.stock, and it is our contention that we want to allow the tax¬ 
payer all of the paid-in capital, but not necessarily his capi¬ 
tal stock. We are not contending that his capital should be 
reduced, that his paid-in capital should be reduced, by the 
operating deficit. That is not our contention. What we 
want to do is to allow him his full paid-in capital, and 
51 we admit that the operating deficit is large for 1917. 

There was a large deficit in 1917 and that deficit 
subsequently was wiped out at the beginning of 1918, show¬ 
ing a large surplus, and T want to make if clear that if we 
would make this adjustment for 1918 and the subsequent 
years, the net result in invested capital would be absolutely 
the same, and I have admitted that the treatment should be 
a charge against surplus, the operating surplus, but to 
charge it against the surplus would be what we term a non¬ 
operating deficit, or what the name means, the stock divi¬ 
dend. 

So, I want to make myself clear in regard to this adjust¬ 
ment, and I believe if I have made a distinction between this 
case, the Board has no jurisdiction to hear this case and that 
it is clearly distinguishable from the Hickory Spinning 
case. 

Mr. Smifh: I think we will wait to see what the evidence 
will develop. 

Mr. Kantner: I would like to make a brief statement in 
reply to the last remark of Mr. Smith. • I want to show that 
we had a conference with the Solicitor, and at the time of 
that conference, counsel for the Commissioner had me al¬ 
most persuaded that he was right, and I admit that I thought 
that the feature which he brought out should be treated in 
that way, but after looking further, and thinking a little 
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more, and inquiring into the time of this re-organiza- 
52 tion, I came to the conclusion that my decision at the 
prior lime was erroneous, and that I had better place 
the facts in the record, and get a decision on the basis of 
the testimony, because it is too important for me to permit 
myself to attempt it in any other way. I did not feel that 
T was justified in doing that, and I notified the Department 
subsequently that I would not agree on that oite point. I 
think we arc probably in thorough accord as to all the facts 
in the case, but I want to present the evidence, as I think it 
should be presented for the purpose of establishing these 
facts. i 


Mr. R. P. Smith: If the Board is going to hear the testi¬ 
mony—in order to shorten the trial—I think we can agree 
on these subsequent years, and eliminate the necessity of 
taking testimony" on those vears I 

Mr. Kantner: I think it would be all right if a statement 
were made on the record that the taxpayer and the Solicitor 
agree that the exceptions referred to in the appeal, in Para¬ 
graph 4 thereof, as Numbers 2 and 3, are admitted. 

Mr. R, P. Smith: Yes. j 

Mr. Kantner: May I read them? I 

Mr. R. P. Smith: I am not sure, but if we might have 
a few moments for counsel to go over these, I think perhaps 
we could save the Board some time in the consideration of 
all except that one year, of 1917. 

53 Mr. Smith: The Division will take a five minute 
recess, during which time you can get together. 

Mr. R. P. Smith: I do not think it will take long. 

Mr. Smith: This is the letter which you sent out? 

Mr. R. P. Smith: Yes. | 

Mr. Kantner: AVe received that. 

Mr. R. P. Smith: It was sent by the Commissioner. 

Mr. Kantner: It was sent to me. 

Mr. R. P. Smith: Yes, I have a copy of that here. 

Mr. Smith: That has not been introduced ini evidence? 
Mr. R. P. Smith: Mr. Kantner has.called my attention to 
the mistake. 

Mr. Smith: The records will show that the errors are ad¬ 
mitted so they can be corrected in the determination of the 
ultimate deficiencv. 


i 

i 
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Mr. Kantner: I think lie did make the correction in this 
letter, but, of course, the whole thing was dependent upon 
the status of the year 1917. Now, he is right about 1917; 
there will have to be a recomputation through each year, 
if Mr. Smith in this statement is right. 


Mr. Smith: The Division will recess for about ten min¬ 


utes. 


(Thereupon the Division took a short recess.) 


After Recess 


Mr. R. P. Smith: Now, if the Board please, we 

54 have worked out, and we will allow the computation 
for the years 1918, 1919 and 1920, which we have 

agreed upon with the reservation on the part of counsel 
for the taxpaver that if the Board agrees with the conten- 
tion of the taxpayer in regard to 1917 that any resultant 
changes that that makes in the subsequent years will be 
carried through. That would be the result as to that. 

And the adjustments for the accruals on the part of 
capital, which would! be accounts receivable, would increase 
invested capital and according to our position of the adjust¬ 
ment in the taxes that will not be proper, but I am not 
sure that the Commissioner is going along with the Board 
on the adjustments of taxes, so I am not prepared to make 
a statement, but that is the only possible adjustment that 
affects the subsequent years, and it is possible it would 
increase the invested capital for 1918, 1919, and 1920. 

Mr. Littleton: The amount of the taxpliability for 
1917- 

Mr. R. P. Smith (interposing): In regard to the amount 
of tax liability for 1917, and if counsel for the taxpayer 
wants to make that reservation, that would affect slightly 
the adjument of the capital for those years, which is abso¬ 
lutely correct, as set forth in this computation. 

Mr. Kantner: That is correct. 

Mr. Smith: Now, we have made in red ink, we 

55 have made the re-computation of the tax for 1919, 
adjusting that, and that will not affect the computa¬ 
tion for 1917; it also includes the changes for 1918, 1919 
and 1920. 

Mr. Smith; You are agreeable with that statement which 
has been made by Mr. Smith, Mr. Kantner? 
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Mr. Kantner: Yes, your Honor, and T waijit to state, if 
your Honors please, that by reason of this Agreement, it 
will not be necessarv to consider the second and third ex- 
ceptions, as these can be eliminated, and even the fourth 
exception could be probably dropped off, because that re¬ 
sultant tax computation that might be required would take 
care of that as a matter of necessity. 

Mr. Smith: Yes. I 

Mr. R. P. Smith: I might sav that the fourth one is the 
one that I just explained, that possibly would increase 
invested capital by the increase referred to in the tax for 
1917, and that is one of the purposes we have in filing the 
computations- 

Mr. Smith: Are both parties agreeable to have the car¬ 
bon copy of the letter received in evidence ai a Joint Ex¬ 
hibit? ‘ j 

Mr. Kantner: Yes. 

Mr. Smith: It will be received as “Join?/ Exhibit A.” 

(Said document, so offered and received in evidence, was 
marked, “Joint Exhibit A”, and made a part of the record 
herein.) 

| 

56 Mr. I\. P. Smith: Covering the computation for 
the years 1818, 1919 and 1920. • 

Mr. Smith: Covering the computations for the years 1918, 
1919 and 1920. ’ j 

Mr. Kantner: Yes. 

Mr. Smith: That is a substitution for the dcficiencv let- 

j 

ter on which the appeal is based: is that correct? 

Mr. R. P. Smith: It can be taken that way. 

Mr. Kantner: Simply, it does not deprive the Board of 
jurisdiction on the deficiency letter, if it does not, I am 
satisfied. 

M. Smith: It will be received as a stipulation in accord¬ 
ance with the statements that have already bi?en read into 
the record. j 

Mr. Kantner: Now, that will leave only the one question 
for the determination of the Board, and that is No. 1: 
“Exclusion of good-will in the sum of $500,000 from capital 
stock outstanding; and inclusion of said good-will in sur¬ 
plus; for the purpose of computing invested capital for the 
vears 1917, 1918, 1919 and 1920. Will you dgree to that, 
Mr. Smith? 



26 READING HARDWARE CO. VS. COM MR. OF INT. REV. 


Mr. R. P. Smith: I did not i»*et that. 

Mr. Kantner: We could introduce the deficiency letter? 

Mr. Smith: That should he attached to the peti- 

57 tion. 

Mr. R. P. Smith: Yes. 

Mr. Smith: That will he received now. 

Mr. R. P. Smith: I will agree to that. I would like to 
made a statement on the same, if your Honors please, that 
the Commissioner did not contend that this item—we will 
agree that there should he an adjustment from surplus, so 
that if the counsel for the taxpayer has that on his mind, 
we will not have to prove it; it does not make any difference 
whether this is taken out of surplus or out of capital stock. 
If it is taken out of surplus, it creates a deficit, which is, 
in our opinion, a non-operating deficit, because of the fact 
that, as we contend, this transaction in 1911 was a stock 
dividend. 

As stated in the minutes of the Board of Directors, they 
were putting in a unit of stock for assets and consequently 
it being a stock dividend, it did not result in what we term 
paid-in capital, so that the operating deficit, or the so-called 
deficit should he taken as a stock dividend, because in my 
judgment, a stock dividend is merely allocated surplus. 

So, counsel for the taxpayer will not need to prove this, 
that the adjustment should he made as to this good-will 
which was set up on the books in 1912 or 1913, that it is 
written on the books from surplus, and we have in our 
deficiency letter deducted it from capital stock—he 

58 will not need to prove that it should be deducted from 
surplus. I will admit that it would be deducted from 

surplus but when the deduction then results from a deficit 
or a non-operating deficit, that that non-operating deficit 
is the thing that should be taken out of invested capital, 
as shown on the taxpayer’s books. 

Mr. Smith: I think we are clear on that point. I believe 
that has been covered. Mr. Kantner, have you a copy of 
the deficiencv letter there? 

Mr. Kantner: Yes, I have the original, your Honor. 

Mr. Smith: Well, I meant either the original or a copy. 

Mr. Kantner: We will be glad to supply the whole thing. 
Now, I am going to supply the supporting schedules in 
place, and get this in the date it should be. But, I was 
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I2S ffffi 


deductlea 7>, ♦SI,661*44, 

plus 5-3,000*00 

Taxable at 20/ 

25> 

35;i 

4fiX 


8 S4,d«1.44 

♦102,007.94 

45,429*40 

65,620.60 

20,769*17 


61,212,592.02 

348,927.17 

m 


♦ .20,431.47 

16,407.40 

22,970.86 

_ * &&M 

♦ 69,134.24 


Schedule 4 . 

cgBflai&uai <?t -?.q ..?«*- .(isi *) 

Income {Schedule 3) ♦346,937,17 

Xednoti 

Zxcess profits tax (Schedule 3) 69.134*34 

Taxable at 2> 6279,302.61 

Taxable at 4< 279,602.ei 

Excess profits tax aa above 


* 5,596.06 

11.192.11 


Total tax ♦ 65,922.53 

?rovlocal/ assessed! 

Original, ‘.iar.1918. loot.#12760771 865,974.74 
Additionalripr.1921, ?.S8, L.3, 22,189.22 

Additional ,*ar*1924,?.£ t L*2,Spl«9, l,672.Ti 89,626*74 


Cverassessed 


♦ 2,914.21 


1£A£ 




IffTftltSd y0Rll6J, 


Invested capital disclosed by bureau 
lettar dated 4/24/25, 
la corrected 

Bet additions as explained below 
Additions: 

(a) Adjastaent for loss 644,298*91 

(b) Adjustment for 1917 tax 1.217.33 


61,544,982.02 

1,590,798.26 

45,816.24 


Total additions 


8 45,614.24 
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! 

j 

| 

i 


3cr. H. 7m X&ntaer. 



Explan ation of I team Shanked 

! 

(a) Explanation of this adjuatment is show in Schedule 2, 
Ilea (a). 


I 

(o| Adjustment Is made for 1917 taxes as follows: 


Total taxes,' Schedule 0 
£36,922,55 prorated for 200 days 
deduction la Bureau letter dated 4/24/25 
Adjustment 


405 , 922.53 
47,080.83 
'48,598.16 
i 1,517.33 


Schedule T . 

5o*natftUoo._of atoess Profits, sad ?ar ^refits. Credits 

| 

Consolidated net Income taxable year (Schedule-11) j 

Bureau letter dated 4/24/25. 3151,762.28 


Consolidated Invested capital taxable rear (Schedule 

JSgfltct 

8i of*invested capital for taxable year i 

Exemption 

| 

Excess profits credit 


3&r Profits Credit 


5i 1,690,798.86 


v 127,263.86 
_ 3.0 00*00 

3 130,263.66 


10% of Invested capital for taxable year 
Kxaaotion 

i'ar profits credit 

ygtputation or Total Tax 
^cets roflta Tax 

iBflOK 



J 

j 

i 


159,079.63 

s.ooo.oo 

162,079.83 


i 



Set iaoowa for taxable year 
Laaa: Excess profits credit 

Balaaoe 
Taxable at 30> 


£151,762.28 i 

l?g*3MiM | 

♦ 21,488.48 j 

21*466.48 i 6,446.63 


I 


i 

I 

i 
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Jftfr.t4flt-.I9a . 

SsBkttUifla gf Tt *— cn^f4 

(a) Invested capital vat reduced la a trior Bureau letter c«i 
aoeouat of a lose shieh m charged off ia 1916 and allowed aa a 
deduction la 1918* Inasmuch aa t!iii oausei the aaocfot to be de- 
dacted twice* iavested oap&tal *• adjusted therefor* 

(b) Invested capita la adjusted for 1917 taxes aa follows: 

Oversea#lament mown la Schedule 4 +3,914,21 

Aactrat allowed in Bureau letter of April 24, 

1925, Schedule 20, I tea (bl 1.145*09 

Adjust .'test *2,769.12 

(#) Adjustment Is aade for 1916 taxes as follows: 

Total taxes 1916 - Schedule 6 
$22,643*22 prorated from due date 
427,643*22 by *4226027 
deduction is Bureau letter dated 4/24/23 

Ad Jus tment 4 400 • 92 

Schedule 11 

^o aputaUoa of Tax ^1919 Bated 


; 23,643*22 
9,99k. TO 

IfolQOstt 


£xce** Profi ts Tax 

Set Income, Soheoule 18, Bureau letter dated 4/24/25 4 180,792,56 


Invested Capital, Schedule 9 

8% of Invested capital 
?ins exempt ioa 43,000- 

total Credit 

iMSSm. « pjgtf.U 
80J& 4160,792*56 6136,422.38 


1,667,779.79 

4 133,422*38 
3*000.00 

4 136,422*38 

Taxable Bate Tax, 

444,370*18 20 46,874.03 
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IM'l'J v. V* 1 


(Coat.) 




Set iaeorao for taxable year 
Least -S&r profit a oredlt 


#161,753.2$ 


Taxable et t?£ Vo&o 

war i > roflta tax 

Total excess profit* end war'profit*-tax 


142 


Hon* 


e 6.446.65 


I ncog* Tax. 

\ 

Hot Ineon* for taxable /ear 
Less; Ear profit* and ex* 

cess profit* tax #6,446.55 

SX«T/t ten .2.COO.PC 


Taxable at 1 Zi> 


&51.T52.26 


8^446.53 


JM3.505.78 


Total vnr rrcfits* excess profits, ard Ipcorra taxes 
^rerioaslsr Msessedt 

Orisiael, April 1919, Acot.^402645 #58,876.6# 


AfdltSecal t 7ept.l920,?.63,L.C 
Additional, April 1921 

Total 

^reTleosly allowed 5/29/24 
Tet assessed 


OrsrastossBient 


1112 


2,026.14 

#£5,869.55 

29^954^80 


$ 25,645.22 


J 291.51 


litre*ted capital disclosed by Bureau 
letter dated 4/24/25 

A* oorredted 

t*t additiirus a* explained tolcw 
Additional - 

(a) idjustnent for 16 m *44,298.91 

(b) Adjuetne&t for 1817 taxes 2,769.12 
(o) Adjust***! for 1918 taxe* 406.92 

Total additions 


♦ I 1,620,502.64 


47,476.95 


47,476.96 
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Cogroat st Ion of 1 919 sate* (Coat* I 


Sot irooaw taxable year ' 

Ulit 

cioast rofits Tax 
FjLW'ttoa 


$180,792*54 

38,874*03 

2.000.CO 10.$74.05 


48*874*08 


balance taxable at 10* 


4169*918.53 


Ioocrae Tax. 

Total Income mad axoose Profits Tax 
Prerioualy asaeaeed* 

Original, 2ar.l$20, A oct .$414516 
Additional,Apr.1921, ?*S6, L.6, 
Additional,Say 1924* ?.35,1*S 


IfeaSSlag 

425*865*88 


4 20,158.95 
6,871*30 

&7.aMP.»ti> 


Orer**?.© assent 


4 1*994*28 




111£ 


Inxeated Capital disclosed by Bareau 
lettar dated 4/24/25 
Am corrected 

Set additions am explained below 


/ 7r^^^4WW,829.10- 
z 7 *S 3 f 1*824,152.41 

* * ;* * .^ , 48*823*85 


Addition**. 

(ml Adjustment for lots 
(b) Adjoetaemt for 1917 taxee 
(o) Adjoataent for 1916 taxes 
U) Adjustment for 1919 taxes 

' i 

Total additions 


£44,296.91 
2,769.12 
967*64 
_?§7^ 


'fcitL&t. 


Schedule 13. 



(a) -toetamst l ctt -of 



» W 


(b) Insetted capital is adjusted for 1917 taxes as followat 


1917 taxes as corrected Schedule 4 
at ahown la Baresn letter of April 24,1925* 
Schedule 3t* Iten (d) 


#•5,922*58 


Ad jot tmeat 


# 2,769*12 


lio • 4653, JKc a dl ji & Hardware ^nxr my * 
„ Tie Appellant 

Coxaalwaloner of Internal Berenue, 


*aj*) 


Page 


H. F* Knatttar 


-f - 




(Cont*) 


(c) • Invested capital is adjusted for 1918 taxes ss follows: 


1918 tu«s ss eorreotec, Schedule 8 
As shown in Bureau letter of April 24*1925, 
Schedule 28* Item (d) 

JLdJaitsc&t 

(4) Adjustment is made for 1919 taxes as follows: 

Total taxes* 1919* Schedule 11 
*25*965.68 by *4214 

deduction in bureau letter dated 4/24/23 
Adjustment 


# 22 * 643*22 


$ 967,06 


525,866.68 
j10.8S9.88 

1 287*36 


Schedulo 14* 


l£XPcK;:A A.-JL-. M-l 81 L.LHP V v 1 0 


Set income* lefeedale 23, Bureau letter dated 4/24/23 9 693*911*69 

Inserted Capital* Schedule 12 x r „ ^3 1*824*132,41 


&f- of inverted capital 
Plus exemption #3*000*00 

Total Jredit 


$ 143*982.19 


S 00 c 


/ .ra.'jS- $ 148.932.19- 


20 > 

b*l- 


.tesaet- Sadlt 2 

^364*880.48 - ^148*982,19 $215,898.29 ■* /r ^ ' 

n 3 ** <V£r 


6 j 43vi79i44**w'< ^ 


Total #595,911.69 


J^X5JE*W8«^ 


let ineoaa taxable.year *595*911.68 

Less: Interest C.S. obligations 

not exempt /r73& lnrtW.43 

Excess >»rof its Tex/sr « v> 1* 185*412x14 <> 3 ' 

Exempt I on j-q.o £iQOO*O C 18 9.0 86.57 

Balance taxable »t 1Q£ ~ ^466*626*12' 

Inooae Tax ^-S^J <f 

Total In dome and Excess Profits Tsx 
Previously assessed: Original Jitrch 1921* #422734 

Additional to-be assessed 


$ 125 , 612*14 /ttcty 8 * 






8 /f3Sr7<r 

sy'ftr* 
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.;hanget la deductions of tan 
IiikUUy froa letter dated 
torU &U tfSSs- 


191? 

t. 

1916 

*£*•>* 

1919 


1920 


Total 

L 4.flhErt3 


The deficiency letter dated April 24, 1825* shove an additional tax 
due for the year 1916 in the amount of £121*23* inasmuch as you have not 
protected the adjustment for 1916* the assesscent will he made alone with 
the final adjustment of the ot*\er years* 

In view of the fact that you indicated at the conference held in 
this office that the taxpayer would accept the above determined deficiencies 
asd abttsdoa the other points raised in the petition filed with the heard* 
it Is suggested that you withdrew your appeal from the United States Board 
cf Tax Appeals in order that the case may be finally dosed* You should 
'net tfy this office of the action you Intend to tatae us soon os possible* 

Ksspeotfully* 


Gocsnlssloaer* 


No. 4853. Reading Hardware Company ,) 
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Now, October 10, 1928, the foregoing .joint exhibit "A" certified 
from the record as a true copy 


Clerk, oar3 or Tax Appeals. 


BEST COPY AVAILABLE 

% 

from the original bound volume 




I 
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i 
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wondering* if it would be well to have a copy of the origi¬ 
nal filed ? j 

Mr. Smith: They are in the record—the record will show 
that you are filing* the supporting schedules. IThey really 
should be supplied, the supporting schedules should be at¬ 
tached to the petition when the petition is filed. 

Mr. Kantner: I will put them in. 

Mr. R. P. Smith: Do I understand that the supporting 
schedules, attached to the deficiency letter, are in? 
59 Mr. Smith: I believe so. 

Mr. Kantner: Yes. 

Mr. R. P. Smith: Not the supporting schedules; that is 
a special matter I will have to prove. 

Now, October 10, 1928, the foregoing excerpt from 
stenographer’s minutes of hearing on November 24, 1925, 
certified from the record as a true copy. 

[Seal Board of Tax Appeals, 1924.] j 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

i 

(Here follow diagrams marked pages 60, 61 62, 63, 64, 65, 

66, and 67.) j 

j 

Appeal of Reading Hardware Company, Reading, 

Pennsylvania. : 

j 

68 United States Board of Tax Appeals. 

i 

i 

Docket No. 5059. | 

i 

i 

Filed Jan. 15, 1926, United States Board of Tax Appeals. 

j 

Memorandum Brief on Behalf of The Commissioner. 

i 

Issue. 

! 

i 

The question at issue in the above-mentioned appeal is 
whether the Commissioner erroneously adjusted invested 
capital for the taxable year 1917 to take care of a write-up 
on the taxpayer’s books of $500,000.00 representing alleged 
good-will. The issues raised in the petition jpertaining to 
the years 1918, 1919 and 1920 were settled by stipulation. 
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which was filed with the Board, except in so far as the 
points in dispute for 1917 may affect the computation for 
subsequent years. (See comment elsewhere in the peti¬ 
tion relative to subsequent years). 

Facts. 

The facts in the case are as follows: During the year 
1912, (See Minutes of Director’s meeting on page 267 of 
the Minute Book) the Board of Directors authorized the 
setting up on the books of the company an item of $500,- 
000.00 representing alleged good-will which they had failed 
to take into consideration at the time of an alleged reor¬ 
ganization which took place in the year 1911. The entry 
was made by debiting good-will account and crediting sur¬ 
plus account. In 1917, $400,000.00 of this amount 
69 was written off the books by crediting good-will and 
a debit to surplus. The remaining $100,000.00 being 
written off in a like manner in 1918. When the Income 
Tax returns for 1917 and 1918 were made up, the taxpayer 
restored the amount of good-will which had been previously 
written up and charged off the books, thus increasing in¬ 
vested capital for the purpose of computing excess-profits 
tax. The Commissioner, in determining the correct tax 
liability, eliminated the $500,000.00 from the par value of 
the capital stock, thus reducing invested capital and chang¬ 
ing the tax liability accordingly. 

Taxpayer’s Contention. 

The taxpayer admits that the adjustment mentioned 
above, resulting in appreciating the assets of the corpora¬ 
tion on its books was incorrect, but contends that since the 
adjustment was an adjustment to surplus account and not 
capital stock, that the Commissioner was in error in making 
the elimination from stock instead of surplus and that if 
the elimination is made from surplus an operating deficit, 
not deductible from paid-in capital, will result which will 
entitle the taxpayer to the par value of its outstanding 
stock as invested capital for 1917. 

Commissioner’s Contention. 

The Commissioner admits that since good-will was a 
credit to surplus* the elimination should have been made 
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from surplus, which adjustment will create a deficit which 
is non-operating instead of an operating deficit as con¬ 
tended by the taxpayer, and that the result is the same 
whether capital stock or surplus is adjusted as the non¬ 
operating or capital deficit must be eliminated from cap¬ 
ital stock, resulting in the allowance only of the 

70 paid-in capital as invested capital in accordance with 
Section 207 of Title II of the Revenue Act of 1917. 

Whether the Commissioner or the taxpayer! is correct 
depends: First, on whether a certain transaction, herein¬ 
after explained, which took place in 1911, was a reorganiza¬ 
tion or merely an increase in stock through the; medium of 
a stock dividend, and Second: the value of tide assets of 
the company at the date of the alleged reorganization; the 
amount of the paid-in capital depending on the value of the 
assets as of the date the change took place if the trans¬ 
action amounts to a reorganization. 

! 

Statement of the Evidence. 

The facts and evidence relative to the change which took 
pace in 1911 are quite complicated and the evidence is by 
no means clear. It appears from the facts that the Con¬ 
solidated Hardware Company was organized in 1903 as a 
holding company. The incorporators of the Consolidated 
Hardware Company had purchased a controlling interest 
in the Reading Hardware Company—a company already in 
existence. They sold the stock so purchased to ithe Consoli¬ 
dated Hardware Company and received in payment Con¬ 
solidated Hardware Gold Trust Bonds. Under: a collateral 
trust agreement the other stockholders of the Reading 
Hardware Company were given the same privilege and 
every stockholder accepted, whereupon the Consolidated 
Hardware Company issued $1,200,000.00 bonds to the 
holders of all the stock of the Reading Hardware Company. 

In 1904 the stockholders of the National Bfass & Iron 
Works were approached and offered a similar proposi¬ 
tion which was accepted. The Consolidated Hardware 
Company thereupon acquired all of the stock of the National 
Brass & Iron Works giving in exchange therefor its bonds 
known as the National Brass & Iron Works issue. 

71 Later the Keystone Hardware Company was 
organized by the same people interested in the afore- 
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mentioned companies and the Reading Hardware Company 
leased the plant and machinery of the Keystone Hardware 
Company for a period of 999 years. The lease being* effec¬ 
tive, the Reading Hardware Company took possession of 
the Keystone plant and operated it. 

The Consolidated Hardware Company defaulted in pay¬ 
ment of its bonds in 1910 and foreclosure proceedings by 
its creditors were contemplated. At this time the inter¬ 
ested parties of the Reading Hardware Company and the 
National Brass & Iron Works made an agreement to re¬ 
organize to protect their interests. They appointed a re¬ 
organization committee to effect a merger and named the 
Pennsylvania Trust Company of Reading Pa., as deposi¬ 
tory The securities of all the companies were then de¬ 
posited with the reorganization committee and they were 
authorized under the agreement to formulate such plans as 
would bring about such a readjustment which they deemed 
proper. 

From the evidence it appears that the original plan was 
to organize a new corporation to take over the combined 
interests of the group. This plan, after mature considera¬ 
tion, was not carried out. As the evidence shows that if a 
new company had been organized, the organization would 
have lost the valuable trade name and good-will of the 
Reading Hardware Company which had been in business 
either as a corporation or in some other capacity since 1852. 
It had catalogs and mailing lists which were of great value. 
So for the purpose of retaining the valuable good-will of the 
Reading Hardware Company, and also for economy pur¬ 
poses, the original plan was rejected and it was decided 
that the Reading Hardware Company would be continued 
and its Charter amended increasing its authorized 
stock. 

72 The Minute Book of the Reading Hardware Com¬ 
pany which was introduced in evidence contains the 
following excerpts from Minute of Directors’ Meeting 
dated July 7,1911, at page 213: 

“Resolved, that the Modified Plan and Amended Agree¬ 
ment of Reorganization of the Reading Hardware Com¬ 
pany, dated as of the first day of May, A. D. 1911, be and the 
same is hereby approved and the President and Secretary 
of the Company be and they are hereby authorized and 


I 


I 



BEADING HARDWARE CO. VS. COMMR. OF INT; REV. 31 

i 

directed to execute said Modified Plan and Amended 
Agreement and to endorse upon Certificatesj of Deposit 
Nos. 21, 31, and 33, issued by the Pennsylvania Trust Com¬ 
pany, for $1,000, $12,500 and $10,000 respectively of Con¬ 
solidated Hardware Company bonds (Reading Hardware 
Series), Certificates of Deposit Nos. 22 and 32 issued by 
said Company for 120 and 30 Shares respectively of pre¬ 
ferred Stock of the Reading Hardware Company, and Cer¬ 
tificate of Deposit Nos. 5, 6, and 7 issued by Said Company 
for 120, 200 and 100 Shares respectively of Keystone Hard¬ 
ware Company stock, the Acceptance of said j Certificates 
by this Company subject to the terms, conditions, and pro¬ 
visions of the aforesaid Modified Plan and Amended 
Agreement. ’ ’ 

The same Minute Book contains the following Minute of a 
Directors 4 Meeting dated July 20, 1911, on page 215: 

44 On motion, duly seconded, the following resolution was 
unanimously adopted. j 

i 

Whereas the Capital Stock of the Company j outstanding 
and authorized is as follows: 


Preferred stock .I. $100,000 

i 

Common stock .j. 650,000 

i 


Preferred Stock authorized by Stockholders March 10, 
1903, $150,000.00 making a total of $900,000; and 
Whereas, the reorganization agreement as amended con¬ 
templates the increasing of the capital stock from the said 
sum of $900,000 to $1,700,000 all of the said stock excepting 
the $100,000 of preferred stock already outstanding and 
$100,000 additional of preferred stock, that is; to say, $1,- 
500,000 of capital stock issued, be issued as common stock; 
and 

Whereas, it is the purpose to issue the additional $100,000 
of preferred stock in exchange for the now j outstanding 
preferred stock, thus leaving about $1,600,000 of common 
stock available for insurance; and 
Whereas, the additional common stock is to be issued as 
a stock dividend on the basis of the surplus and reserve 
of the company, and it is necessary that the surplus 
73 and reserve be ascertained -and stated so that it 

i 

i 

i 
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shall be plain that no stock shall be issued pursuant to the 
said plan in excess of the surplus and reserve. 

Therefore resolved, etc.” 

See also Special Stockholders’ Meeting dated July 20, 
1911, page 219, which confirms the action of the Board of 
Directors taken at its meeting of the same date. On page 
234 of the Minute Book the following appears: (Excerpt 
from Minute dated September 26, 1911). 

“Upon motion of W. M. Griscom seconded by T. P. Mer¬ 
ritt, the following resolution was unanimously adopted. 

Whereas, after the adoption of Resolution of July 20, 
1911, the Manufacturers’ Appraisal Company was procured 
to extend its appraisement of August 31, 1910 to August 
31, 1911, including the National Brass & Keystone plants; 
and 

Whereas, taking the said appraisement and taking also 
the current assets including the securities as they appear 
on the books, which are not embraced in the said appraise¬ 
ment, and making deductions of all liabilities, there is 
shown net assets amounting to $1,649,550.43; and 

W he reax, in order to carry out the Reorganization 
Agreement as amended with respect to all persons deposit¬ 
ing thereunder, there will have to be issued additional capi¬ 
tal stock amounting to $935,100.00, but $40,500.00 thereof 
would be issuable to the Reading Hardware Company on 
account of securities held by it, and the same purpose can 
be accomplished by simply leaving such stock unissued; 
and 

Whereat, by leaving such stock unissued there will lie 
issuable to parties other than the Reading Hardware Com¬ 
pany who have deposited their securities, $895,400.00, mak¬ 
ing altogether with the outstanding stock $1,645,400.00 a 
sum less than the amount of net assets. 

Notv therefore he it resolved , That in the furtherance 
of the said agreement, there be declared a stock dividend of 
138 per centum on the outstanding common stock of $650,- 
000.00, the total dividend being $897,000; that the said 
stock be issued as full-paid common stock and not subject to 
further calls or assessments. 
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I 

Resolved, That the above Resolutions be submitted to 
the stockholders at a meetine; called to be held! this dav. ’’ 


A 




* 


Resolved, that the additional common stoclt be issued 
as follows: 

The Common stock of the Company issued and author¬ 
ized to be issued is: 

74 Outstanding . j $650,000.00 

Preferred stock unissued but author¬ 
ized March 10th, 1003, and now to be issued j 

as common stock.*. ' 150,000.00 

Additional stock authorized bv stockholders ! 

July 20th, 1911.*. j 800,000.00 


Total .$1,600,000.00 

j 

This total of $1,600,000 shall be issued in pursuance of 
the reorganization agreement as amended, that is to sav, 
—to the holders of Consolidated Hardware Company 
bonds,—National Brass series,—$350,000, or so much 
thereof as may be necessary to satisfy depositing bond¬ 
holders. 

To the Keystone Hardware Company $50,000,| or so much 
thereof as may be necessary to satisfy depositing stock¬ 
holders. 

To the holders of Consolidated Hardware Company 
bonds, Reading Hardware Company Series,—$1,200,000, 
or so much thereof, as mav be necessarv to Isatisfv de- 
positing bondholders. 

The said stock shall be issued to the Reorganization 
Committee upon that Committee surrendering; for cancel¬ 
lation the outstanding $650,000.00 of common stock.” 

j 

See also Special Stockholders’ Meeting on pag(> 230 of the 
Minute Book. 

The Journal of the Reading Hardware Company which 


was introduced in evidence at the trial of the 
the following entry dated October 28, 1911: 


case shows 


3—4853a 
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“Reading Hardware Co. 

Journal Entries for the Month of October, 1911. 


Day. 

10 / 2 $. 


<•> 


Description. 

Profits & Loss. 

To Dividend. 

For Dividend of 13$# declared Sept. 26th 
payable in stock to stockholders of record 
this day. 

Dividend . 

To capital stock. 

For Stock Dividend declared Sept. 20th and 
issued Oct. 2S. 1911. 

Keystone Hdw. Co. 

To Profit & Loss. 

For Rental on 100 shares Keystone Hard¬ 
ware stock purchased by the company 
and retired 2 years (<i $2.50 year.*’ 


Amounts posted. 

r - 

Charges. 

$97,000.00 

Credits. 

S97.000.00 

$97,000.00 


."►00.00 

$97,000.00 

500.00 


There is no evidence in the case showing that the Con¬ 
solidated Hardware Company owned any assets other than 
the stock of the Reading Hardware Company and the Na¬ 
tional Brass Iron "Works. There being no evidence, we 
must assume that the Consolidated Hardware Company 
had no assets other than the securities mentioned, and this 
assumption seems sound since the Consolidated Hardware 
Company's bonds were secured by Deed of Trust covering 
the assets and stocks of the Reading Hardware Company 
and National Brass & Iron Works. (See statement of Mr. 
Ivantner in the last paragraph, page 40 of the Transcript). 
Therefore, it may be stated that the Consolidated Hard¬ 
ware Company had nothing to contribute to the alleged 


merger. 


With respect to the Keystone Hardware Company, the 
evidence shows that the Reading Hardware Company owned 
this company during, and prior to, 1910. (See testimony of 
bookkeeper, p. 106 of the transcript.) Also the following- 
excerpt from Resolution dated July 20th, page 222 of the 
Minute Book: 


“(1) That the sum of $26,250 stated in the balance sheet 
of June 30,1911, as owing for rental to the Keystone Hard¬ 
ware Company, be reduced on account of the shares of 
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Keystone Hardware Co. which have been deposited under 
the reorganization agreemnt as amended, brihy virtualhj 
owned by the Rradiny TJarthro.ro Co., and only such part 
of the said rental as might be supposed payable to tlie 
stockholders of the Kevstone Hardware Co. who have not 
deposited their stock, etc.” 

See also the following excerpt from Minute| dated Sep¬ 
tember 2d, 1921, page 235: ! 

“Whereas, in order to carrv out the Reorganization 
Agreement as amended with respect to all persons deposit¬ 
ing thereunder, there will have to be issued additional 
capital stock amounting to $935,100.00 but $40,500.00 
76 thereof would be issuable to the Reading Hardware 
Company on account of securities held by it, and the 
same purpose can be accomplished by simply leaving such 
stock unissued.” I 

i 

The excerpt from the Minute dated September 20, 1911, 
above quoted, shows that the Reading Hardware Company 
owned securities and that the same result Would be ac¬ 
complished if its parts of the new issue of stock remained 
unissued. There is no explanation of this Minute in the 
evidence, but there is a strong indication thjat the stock 
mentioned in the Minute dated September 20, 1911, was 
the stock it owned of the Keystone Hardware Company. 
This may also be proven by another method. The evidence 
is clear that the Consolidated Hardware Company was a 
holding company and that the Consolidated Hardware Com¬ 
pany owned all of the stock of the Reading Tfajrdware Com- 
panv and the National Brass & Iron Works. Therefore, if 
the Reading Hardware Company itself owned securities en¬ 
titling it to a portion of the increase in its own stock pur¬ 
suant to the Agreement, it could be none other than the stock 
of the Keystone Hardware Company, as the Keystone 
Hardware Company was the only remaining! company in¬ 
terested of whose stock it could nossiblv have owned. Thus, 
it is clear from the foregoing that the Reading Hardware 
Company owned the assets of stock of the Keystone Hard¬ 
ware Company, and that no new assets came to the Reading- 
Hardware Company from the Keystone Hardware Com¬ 
pany in 1911. 
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With respect to the National Trass & Iron Works, the 
evidence shows conclusively that this company’s assets 
came into the Reading Hardware Company after the alleged 
reorganization was completed. The testimony of Mr. 
Kantner, beginning on page 133 of the Transcript is quoted: 

Mr. Smith: Anything further Mr. Kantner! 

The Witness: Now; I should like to make reference to 
two or three minutes, that is, one of them with reference to 
the purchase of the assets of the National Brass & 
77 Iron Works; under this procedure this Consolidated 
Trust mortgage, showing that the Committee pur¬ 
chased this stock of the National Brass & Iron Works and 
in that way, they acquired the property of the National 
Brass & Iron Works, the plant, and they also acquired all 
of the assets of the corporations that 1 have mentioned, and 
turned them over to the Reading Hardware Company, and 
most of this was done after the time of the taking of that 
inventory. 

Now, in order to show that we have carried out the terms 
of that trust to the letter, and that the terms of the re¬ 
organization agreement have been fulfilled, 1 wish to refer 
here to some minutes. 

Mr. Smith: Just show the page on which the minute is 
to be found in the record. 

The Witness: I refer to the purchase by the reorganiza¬ 
tion committee of the property of the National Brass & Iron 
Works, and I offer in evidence the minutes of February 
13, 1912. 

Mr. R. P. Smith: Does that show, Mr. Kantner, what was 
acquired, that they were acquired from the Reading Hard¬ 
ware Company! 

The Witness: No, they were purchased, the property was 
purchased by Cyrus G. Durr, attorney for the Reorganiza¬ 
tion Committee, and he had them made direct to the Re¬ 
organization Committee, and then later transferred the 
property to the Reading Hardware Company, the Reading 
Hardware Company then having title, sold the property 
for $50,000. 

Mr. R. P. Smith: Did not the Reading Hardware Com¬ 
pany have control of it prior to this time; what date was 
that transaction that vou referred to? 
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The Witness: December 28,1911, the following resolution 
was unanimously adopted: I 

i 

“Whereas, Charles T. Nagle, assignee fot the benefit of 
creditors of the National Brass & Iron Works, advertised 
the plant of the said corporation to be soldj at public sale, 
and sold the same, December 27, 1911, for the sum of $5,000 
subject to a mortgage of $12,000, the property being pur¬ 
chased by Cyrus G. Durr, in the interest of the Reading 
Hardware Company, represented by the Reorganization 
Committee; and 

78 “Whereas, the Reading Hardware j Company is a 
creditor of the said National Brass & Iron Works 
to the extent of upwards of $70,000, therefore, being no 
other known creditors of the said National!, Brass & Iron 
Works, so that the Reading Hardware Company will be en¬ 
titled to receive, upon a distribution, substantially the en¬ 
tire sum of $5,000 so bid for the said property; now, there¬ 
fore, j 

“Resolved, that the said Charles T. Nagle, assignee, be 
requested to convey the said property directly to the Read¬ 
ing Hardware Company upon that company| giving to him 
a receipt for $5,000 on account of its claim.” | 

j 

Now, that does not purport to represent the real value 
of the property, but it was being sold and purchased under 
the direction of this Committee, and there was no particular 
reason for giving the real value. 

Mr. R. P. Smith: Well, I take it that I have a right to 

object on the ground that the witness is not! competent to 

testify as to whether this was an actual sale, i 
* 

The Witness: I also wish to refer to the minutes of Feb¬ 
ruary 13, 1912: i 


“On motion, it was resolved that the Colonial Trust Com¬ 
pany be requested by this Committee holding $336,050 
bonds of the Consoliated Hardware Company, National 
Brass & Iron Works series, being more than 75% of the 
bonds, to advertise for sale and sell the stock of the Na¬ 
tional Brass & Iron Works, held by the said trust company 
as collateral security for the payment of said bonds, as 
provided in the deed of trust.” 
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Bv Mr. K. P. Smith: 

Q. They purchased all that property prior to the date, 
and it was turned over to the Reading Hardware Company 
bv the Reorganization 1 Committee? A. No, this happened 
six months after; six months after. 

Q. The Reorganization Committee purchased the assets 
of the National Brass? A. Six months after, yes. 

Q. I understood they were with the depositary ? A. The 
Reading Hardware Company? 

79 Q. No, the National Brass & Iron Works. A. 

Stockholders bonds were delivered to the depositary, 
except the large manufacturing plant, equipment, and so 
forth. 

Q. Then, do 1 understand the assets of the National Brass 
Company did not go to the Reading Hardware Company? 
A. Yes. it did go but not until the declaration of that so- 
called dividend, and it was not embraced in the inventory 
that we have referred to. 

Q. None of the stock dividends went for these assets? A. 
Not of the National Brass & Iron Works.” 

The above testimony needs no explanation and shows 
conclusively that the assets of the National Brass & Iron 
Works did not come into the possession of the Reading 
Hardware Company until sometime in 1912, long after the 
increase in stock had been distributed. 

Law. 

Section 207 of the Revenue Act of 1917 provides in part 
as follows: 

“Sec. 207. (a). In the case of a corporation or partner¬ 
ship: (1) Actual cash paid in, (2) the actual cash value of 
tangible property paid in other than cash, for stock or 
shares in such corporation or partnership, at the time of 
such payment (but in case such tangible property was paid 
in prior to January first, nineteen hundred and fourteen, 
the actual cash value of such property as of January first, 
nineteen hundred and fourteen, but in no case to exceed the 
par value of the original stock or shares specifically issued 
therefore), and (3) paid in or earned surplus and undivided 
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i 

profits used or employed ill tile business, exclusive of undi¬ 
vided profits earned during the taxable years: j Provided 
# * * ? > 

j 

The invested capital of a corporation in accordance with 
the above quoted section consists of the actual cash value 
of the assets paid in (either cash or property) and earned 
surplus, except that there is a further limitation on intan¬ 
gibles. 

80 Argument. 

i 

There is much discussion in the file or the case relative 
to various propositions contemplated in order to effect a 
reorganization. All of this discussion, howefer, in the 
opinion of the Commissioner, is for naught, since all we 
are interested in is what was done. The Resolution of the 
Board of Directors on page 215 of the Minute iBook, con¬ 
firmed by the Special Stockholders’ Meeting set forth on 
page 219 of the Minute Book, shows clearly what was ac¬ 
tually done. It shows that the Charter of the Reading 
Hardware Company was amended authorizing an increase 
in its issuable stock. The entry on the books (supra) con¬ 
firms beyond doubt that the terms of the Resolution were 
accomplished and that the additional authorized stock was 
issued in the form of a stock dividend to the stockholders 
of record as provided in the Resolution. True, jtlie Resolu¬ 
tion states that the stock was to be issued jas follows: 
$350,000, or as much thereof as mav be necessarv to satisfv 
depositing bondholders of the National Brass series. To 
the Keystone Hardware Company, $50,000.00, or so much 
thereof as may be necessary to satisfy depositing stock¬ 
holders; to the holders of Consolidated Hardware Com¬ 
pany bonds (Reading Hardware Series) $1,200,000.00 or 
so much thereof as may be necessary to satisfy depositing 
bondholders. But this is in conflict with the book entry, 
and it has been previously shown that the Reading Hard¬ 
ware Company had already ownership of tile Keystone 
Hardware Company so that no new assets came into the 
Reading Hardware Company from that source. And as 
to the National Brass & Iron Works, we have shown by the 
testimony that these assets came into the Reading Hard- 


i 

i 
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ware Company after the : ssue of the increase in 
81 stock through the medium of a purchase by the re¬ 
organization committee at a foreclosure sale, and 
that the Reading Hardware Company was a creditor of 
the National Brass Iron Works to the extent of $70,000; 
that it was the only creditor and that its obligation was 
cancelled when the reorganization committee turned the 
assets of the National Brass & Iron Works over to the 
Heading Hardware Company sometime in 1912. Now if 
it can be considered that the Heading Hardware Company 
had equitable title to the assets or stock of the National 
Brass & Iron Works then it must be assumed that these 
assets were acquired for $70,000.00 and that the statement 
in the Resolution relative to the issue of $350,000.00 of 
stock to the holders of Consolidated bonds (National Brass 
Series) was a mere matter of form or a change in the 
ownership of the Reading Hardware Co., stock which did 
not vest anything of value in the Reading Hardware Com¬ 
pany. 

It is believed that! the record show's conclusivelv that no 

* 

new' assets were paid into the Reading Hardware Company 

on or about July 20, 1911, and granting that its charter 

was amended so as lo increase the authorized stock, it must 

be considered that the Reading Hardware Company was 

an existing and continuing company and that the Resolution 

and so-called amended reorganization agreement amounts 

to nothing more than the declaration of a stock dividend 

w’hich is confirmed bv the book entrv. 

• •- 

It is possible that the stock of 11 le Reading Hardware 
Company may have changed hands; that the owners before 
and after July, 1911, were not the same. In fact this can 
be admitted as it is known that the stock was owned bv 
the Consolidated Hardware Company prior to July, 1911, 
and that after July, 1911, the bondholders of the Consoli¬ 
dated Hardware Company were the owners. But it is not 
necessary to argue that a change in stock-owmership of a 
company does not affect the corporate entity. 

82 The stock of a corporation may change hands 
many times but that does not affect the invested 
capital of the corporate entity. That a corporation is a sep¬ 
arate entity, separate and distinct from its stock holders 
is so well established that no authority need be cited. 
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There is no doubt but that the interested p-arties could 
have effected a complete reorganization in a; number of 
different wavs but we are not concerned with what tliev 
could have done, but with what was actually done, and 
their acts must be indicative of their intentions?. The mere 
amending by a corporation of its charter will not consti¬ 
tute a reorganization. Tn fact, a recorporation jis not neces¬ 
sarily a reorganization. See Corpus Juris Volume 14-A 
103S and cases cited. i 

It must be remembered that the holding yompany, or 
Consolidated Hardware Company, is the company that 
passed out of existence and that the subsidiary! company, or 
Heading Hardware Company, continued simjply with an 
amended charter authorizing more stock. 

That there was no merger, is proven bv the fact that no 
new assets came into the Heading Hardware jCompanv by 
the transaction. The Commissioner contends that the 
transaction amounted merely to the declaration of a stock 
dividend after the charter had been amended authorizing 
the increase in stock and that the charge against book sur¬ 
plus and credit to outstanding stock was a more allocation 
of surplus that did not in any manner change the original 
paid in capital of the Heading Hardware Company. The 
Supreme Court of the United States in Eisner v. Ma- 
comber, 252 I T . S. 189, makes the following state- 
85 ment relative to a stock dividend: i 


“A corporation often uses its funds as working 
capital because of the extension of its operations, and 
therefore be unable to declare dividends approximating 
the amount of its profits. ‘Thus the surplus!may increase 
until it equals or even exceeds the par value of the outstand¬ 
ing capital stock. This may be adjusted ut>on the books 
in tho mode adopted in the case at bar—by declaring a stock 
dividend. Tins, however, is no more than ci booh adjust¬ 
ment, in essence not a dividend but rather the opposite; no 
part of the assets of the com pan // is separated from the 
common fund, nothing is distributed except; paper certifi¬ 
cates that evidence and antecedent increase in the value 
of the stockholder’s capital, etc., * * *1 In order to 

make the adjustment, a charge is made against surplus ac¬ 
count with corresponding credit to capital stock account, 
etc. * * *. This, however, is merely bookkeeping that 
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does not affect the aggregate ass- ' ; of the corporation or 
its outstanding liabilities; it affects only the form, not the 
essence, etc. 


9 9 


In the case of the La Belle Iron Works vs. United States, 
256 U. S. 377, the Supreme Court makes the following 
statement: 

4 ‘The surrender of the old shares, regarded as tangible 
property under an administrative ruling, on distribution 
of tlie stock dividend, 1 cannot be regarded as a payment in 
of tangible property for stock or shares, entitling the cor¬ 
poration to include the -appreciation, represented in the 
value of the old shares, in invested capital. The distribu¬ 
tion, in substance and effect, was an internal transaction, 
in which the company received nothing from the stock¬ 
holders anv more than they received anything from it. 
Eisner v. Macomber, 252 IT. S. 189, 210-211.” 

The -above cases show that a stock dividend creates noth¬ 
ing new that the corporation has not had before. 

The evidence shows that the dividend was declared out 
of appreciated surplus. That an appraisal was made of 
the Heading Hardware Company assets including the Key¬ 
stone Hardware Company and that the increased values 
were set up on the books of the Heading Hardware Com¬ 
pany as surplus and that it was from this surplus that the 
stock dividend was declared. 

84 In the case of the I>a Belle Iron Works, 256 U. S. 
377, supra: 

“The word ‘invested’ in itself imports a restrictive- 
qualification. In order to adhere to this restricted mean¬ 
ing and avoid exaggerated valuations, the test was resorted 
to of ‘including nothing but monevs or monev’s worth, 
actually contributed or converted in exchange for shares 
of the capital stock, or actually acquired through the busi¬ 
ness activities of the corporation or partnership (involv¬ 
ing again a conversion) and coming in ab extra, by way 
of increase over the original capital stock.’ This was con¬ 
sistently carried out, and the statute distinctly negatived 
any allowance for appreciation in value, with the single 
exception that tangible property paid in prior to January 
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1, 1914, might be taken at its cash value on that date, but 
in no case exceeding the par value of the original stock or 
shares specifically issued for it, a restriction in itself to a 
pre-war valuation not exceeding the original stock valua¬ 
tion. And, in view of the context, surplus ‘earned’ as well 
as that ‘paid in,’ excludes the idea of capitalizing (for the 
purposes of this tax), a mere appreciation of Values over 
cost.” 

I 

j 

In the Commissioner’s computation there has been al¬ 
lowed as a part of invested capital the amount j of the sur¬ 
plus and capital shown by the appraisal less tljie losses of 
the corporation since 1911. Thus it appears that the Com¬ 
missioner has already allowed too much capital and that 
this error has been continued throughout subsequent years. 
With respect to this error it is the Commissioner’s conten¬ 
tion that the Board should find that the deficiency for sub- 

i •» 

sequent years should he increased notwithstanding the 
fact that a stipulation was entered into for those years, 
as this evidence was developed at the trial of the 
85 case and was not known to the Commissioner before 
such trial and at the time the stipulation was 
agreed to. ! 

In the event, however, that the Board should find that a 
reorganization or merger took place in 1911, the Commis¬ 
sioner still contends that the adjustment madej in invested 
capital was correct and that invested capita,! should be 
further reduced by the amount of appreciation determined 
by the appraisal, which represents an increase jin the value 
of the assets of the Beading Hardware Company. Since 
the Reading Hardware Company, in so far as its particular 
assets are concerned can not set up on its books an ap¬ 
preciated value (See La Belle Iron Works! vs. United 
States, Supra) and should the Board consider that the 
Reading Hardware Company had equitable title through 
the arrangement to the assets of The National Brass and 
Iron Works, these assets cannot be taken in ;at a greater 
value than the $70,000.00, which was paid for them later. 
This point was specifically called to the Board’s attention 
at the trial of the case by Counsel for the Commissioner. 
See page 90, of the transcript, where objections were made 
to the admission of the appraisal as evidence on the ground 


i 
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that the assets of the Reading Hardware Company could 
not be appreciated on the books of the corporation for the 
purpose of determining invested capital. 

There has been no segregation of the appraisal as be¬ 
tween the assets of the Keystone Company, which were on 
the books of the Reading Hardware Company as early 
as 1910 and the assets of the Reading Hardware Company. 

The Keystone Company being a very small com- 
86 pany it is apparent that the appreciation, as shown 
by the appraisal, resulted largely from the assets 
of the Reading Hardware Company and for this reason, 
if for no other, the appraisal cannot be used in determining 
invested capital thus making it apparent that the invested 
capital should not only be reduced by the $500,000.00 ad¬ 
justment made bv the Commissioner but also bv the full 
amount of the surplus created by the appraisal in 1911 
from which the stock dividend so-called was declared. 

Conclusion. 


Finally the Commissioner contends that the transaction 
in 1911 was. as the record shows, a stock dividend and not 
a reorganization, or ! a change in entity, which, would permit 
the corporation to revalue its assets as of that date for in¬ 
vested capital nurnoses: that no new assets came into the 
corporation which were not already in its control prior to 
1911: that there was a change in ownership of the stock of 
tlie Reading Hardware Company but that the corporate en¬ 
tity as such, or its possessions were not disturbed by the 
mere change in ownership of stock. The Commissioner 
further contends that if the Board does not agree with the 

V 

Commissioner on the evidence and finds that a merger or re¬ 
organization took place in 1911. it is without evidence to 
determine the value of the new assets which came in 
87 from the Keystone Hardware Company and that the 
assets of The National Brass & Iron Works cannot 
be taken in at a value greater than $70,000.00. Tn either 


event, the Commissioner contends that the appreciation of 
the assets of the Reading Hardware Company cannot be 
allowed as invested capital and that the invested capital for 
1917 should not only be reduced by the $500,000.00 adjust¬ 
ment in dispute, but that on the evidence it should be fur¬ 
ther reduced by the surplus created by the appraisal and 
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that this adjustment she ..Id he carried forward for the sub¬ 
sequent years notwithstanding the fact that a stipulation 
with respect to the other issues raised in the (appeal for 
subsequent years was entered into. The said stipulation 
pertained only to the other issues raised in the appeal and 
in no way binds the Commissioner with respect to any 
change which may result from the determination by the 
Board of the amount of paid in capital. This is clearly 
shown by the fact that both parties in agreeing to the stipu¬ 
lation stated that the taxability determined therein would 
be correct except in so far as the determination of the issue 
concerning 1917 affected the computation of the fax for sub¬ 
sequent vears. 

A. W. GRP?GG, 
Solicitor of Internal Revenue, 
Attorney for Commissioner of Internal Revenue. 

i 

Now, October 10, 1928, the foregoing brief certified from 
the record as a true copy. I 

[Seal U. S. Board of Tax Appeals.] ] 

t B. D. GAMBLE, 

Cleric U. S. Board of Tax Appeals. 

i 

88 Filed Dec. 31, 1925, United States Board of Tax 

Appeals. 

i 

United States Board of Tax Appeals; 

Docket No. 5059. j 

Appeal of Reading Hardware Company, Reading, 

Pennsylvania. 

* 

Taxpayer's Request for Findings of Fact. 


The taxpayer respectfully requests that the United States 
Board of Tax Appeals make the following findings of fact 
in the above entitled appeal: 

(1) On July 1, 1903, Consolidated Hardware Company, a 
Delaware corporation, executed and delivered to Colonial 
Trust Company of Reading, Pa., as Trustee, la Deed of 
Trust whereby it deposited therewith a majority of the 
shares of the common, capital stock of Reading Hardware 
Company, a Pennsylvania corporation, as security for the 
issue of $1,400,000 of 5% collateral trust gold bonds of 
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said Consolidated Hardware C< v.pany which the latter 
corporation proposed to issue in payment of said Reading 
Hardware Company common slock on the basis of $184.61 
per share, and for the purchase and payment at the same 
price and in the same manner of the balance or any addi¬ 
tional part of the remainder of said stock then issued and 
outstanding. 

(2) About the same time $1,200,000. of said bonds were 
issued to the prior holders of said Reading Hardware 
Company common stock, and a total of 6500 shares of com¬ 
mon stock of said company, being all of its shares of that 
class, were assigned to said Consolidated Hardware Com¬ 
pany and deposited by it with said Colonial Trust Com¬ 
pany of Reading, Pa., as collateral security for the 

89 payment of said bonds, and said Consolidated Hard¬ 
ware Company simultaneously delivered $1,200,000 
of said bonds, designated as “Reading Hardware Company 
series,” to the prior owner of said stock in payment thereof. 

(3) At the time of said sale a controlling interest in said 
Reading Hardware Companv consisting of more than fiftv 
per centum of said stock, was vested in one Albert A. Cary 
and one John E. Harbster. 

(4) That after said sale and until the year 1911, owner¬ 
ship of said 6500 shares of common stock of Reading Hard¬ 
ware Company was vested in said Consolidated Hardware 
Company. 

(5) As of April 1, 1904, said Consolidated Hardware 
Company executed and delivered to Colonial Trust Com¬ 
pany of Reading, Pa., as Trustee, a Peed of Trust whereby 
it deposited therewith a majority of the preferred stock of 
National P>rass & Iron Works, another Pennsylvania cor¬ 
poration, as security for the issue of $350,000. of 5% col¬ 
lateral trust bonds of said Consolidated Hardware Com¬ 


pany, which the latter corporation proposed to issue in 
payment of said National Brass & Tron Works preferred 
stock at par and for the purchase and payment at the same 
price and in the same manner of the balance or any addi¬ 
tional part of the remainder of said stock then issued and 
outstanding. 

(6) About the same time $345,200. of said bonds were 
issued to the prior holders of said National Brass & Iron 
Works preferred stock and 6904 shares of said preferred 
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stock and all of the cor.-.non stock of said National Brass 
& Tron Works were assigned to said Consolidated Hard¬ 
ware Company and deposited hy said corporal ion with the 
said Colonial Trust Company of Reading, Pa., as col- 

90 lateral security for the payment of said bonds, and 
said Consolidated Hardware Company delivered 

$345,200. of said bonds, designated as 1 ‘National Brass & 
Tron Works Series”, to the orior owners of said preferred 
stock in payment thereof. 

(7) After said sale and until late in 1911, Ownership of 
said 6904 shares of preferred stock of National Brass & 
Iron Works was vested in said Consolidated Hardware 
Company. 

(8) Consolidated Hardware Company was! a Delaware 
corporation, having a capital stock of $3,000,000. and was 
the owner of certain patents and owner of all of the com¬ 
mon stock of Reading Hardware Company hnd of prac- 
ticallv the whole of the common and preferred stock of 
National Brass & Tron Works from the year 1|904 until the 
vear 1911. 

(9) Keystone Hardware Company was a Pennsylvania 

corporation having a capital stock of $300,000. and prior 
to the re-organization hereinafter referred tp, had leased 
its manufacturing plant to said Reading Hardware Com¬ 
pany for a period of 999 years. j 

(10) On July 1, 1910, an agreement was entered into be¬ 
tween William M. Pepper, Albert A. Gerv andjE. W. Riker, 
as a Re-organization Committee, and persons who were 
holders of bonds of Consolidated Hardware j Company of 
both Reading Hardware Company series and National 
Brass & Iron Works series, holders of Consolidated Hard¬ 
ware Company common and preferred stocks! and of pre¬ 
ferred stocks of National Brass Tron Works land of Read¬ 
ing Hardware Company, and of stock of Keystone Hard¬ 
ware Company, Pennsylvania Trust Company of 

91 Reading, Pa., as depositary, and Reading Hardware 
Company, providing a plan and agreement for the 

re-organization of said Reading Hardware Company and 
allied interests, in the ninth preamble of which agreement 
the purpose thereof was expressed in this language: 

i 

“Whereas, it is deemed desirable by the Reading Com¬ 
pany and by such of the stockholders and bondholders 


48 


HEADING HARDWARE CO. Vo. COMMB. OF INT. REV. 


hereinbefore mentioned as become ' arties to this agreement 
that there should he a reorganization of the Reading Com¬ 
pany and if and in so far as it he feasible, of the ither com¬ 
panies hereinbefore mentioned, whereby the Reading Com¬ 
pany may be freed from its entanglements with the said 
other companies, and whereby if it be feasible, the indebted¬ 
ness of the several companies among themselves, the owner¬ 
ships of each other’s stock, the pledges thereof to each 
other, the issuing of bonds against such pledges, and the 
leasing of the assets of one company to the other, should 
all be eliminated, all the assets of any value of all said 
companies should he transferred to one single company, the 
other companies should be dissolved, and in the one re¬ 
maining company all those who become depositors here¬ 
under should have such an interest as is equitable, just and 
proper.” 


Said agreement and plan of re-organization was modified 
and amended on Wav 1, 1911 and Harrv B. Hagv and 
James Xolan were substituted as successors to William M. 
Pepper and E. W. Riker as members of said Re-organiza¬ 


tion Committee. 

(11) The said modified plan and amended agreement of 
re-organization was declared effective and thereunder 
practically all of the outstanding shares of stocks and 
bonds of the respective corporations were deposited and 
placed in the possession and control of said Re-organization 
Committee. 

(12) Under said plan and agreement it was provided 
that the $650,000. of common stock of Reading Hardware 
Company should be increased by a dividend of $950,000. 
to $1,600,000. and of this latter amount, (a) $1,200,000. or 

so much thereof as might be necessary, should be 
92 given to the depositing bondholders of the Consoli¬ 
dated Hardware Company of the Reading Hardware 
Company series, so that each depositor thereof should be 
entitled to receive one share of common stock of Reading 
Hardware Company of the par value of $100. for each and 
every $100. of bonds deposited by such depositor; (/;) 
$350,000. or so much thereof as might be necessary, should 
be given to the depositing bondholders of the Consolidated 
Hardware Company of the National Brass & Iron Works 
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Series, and depositors of preferred stock of National Brass 
& Iron Works, so that each depositor thereof! should he 
entitled to receive one share of common stock Of Reading 
Hardware Company of the par value of $100. for each and 
every $100. of bonds of preferred stock deposited by such 
depositor, and (c) $50,000. or so much thereof! as may be 
necessary, should be given to the depositing stockholders 
of Keystone Hardware Company so that each depositor 
thereof should be entitled to receive one share jof common 
stock of Reading Hardware Company of the par value of 
$100. for each and every $600. of Keystone Hardware Com¬ 
pany stock deposited by such depositor. 

(13) The stockholders of Reading Hardware Company 
at a special meeting thereof held on July 20, 1911, unani¬ 
mously agreed to authorize the Board of Directors of said 
company to increase the capital stock of said Corporation 
from $900,000. to $1,700,000. and on the same date the Board 
of Directors voted to so increase the capital stock of which 
$100,000. thereof was 6% preferred stock, and $1,600,000. 

thereof common stock. 

93 (14) About Sept. 26, 1911, in furtherance of said 

agreement of re-organization, tlie Board of Directors 
of Reading Hardware Company adopted as ja basis for 
making said plan effective, an appraisement prepared by 
the Manufacturers’ Appraisal Company as of| August 31, 
1910, extended to August 31, 1911, includingjtherein the 
plants of National Brass & Iron Works and Keystone Hard- 
warde Company and in which the value of the net assets was 
shown to amount to $1,649,550.43 and the Reading Hardware 
Company’s books of account, including its surplus and 
Profit & Loss Accounts, were adjusted to conform there¬ 
with, and the Board of Directors of Reading Hardware 
Company thereupon declared a stock dividend of 138 per 
centum on the outstanding common capital stock of 
$650,000. and ordered that said dividend of $897,000, as 
well as the outstanding common and preferred capital stock 
be issued to the re-organization committee and applied by 
it in the manner provided by the agreement :as stated in 
the (foregoing paragraph 12) Resolution of July 20, 1911. 
On the same date, the stockholders of the corporation, at 
a special meeting thereof, adopted a Resolution reciting in 

4—4853a 
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detail and approving tlie action of the Board of Directors 
taken as aforesaid. 

(15) Subsequently the said re-organization committee 
received the 16,000 shares of common stock and the 1,000 
shares of preferred stock issued to it by said Reading 
Hardware Company and distributed 15,470 shares of the 
common, and 1000 shares of the preferred stock amongst 
the depositors under said re-organization agreement and 
delivered in exchange therefor to Reading Hardware Com¬ 
pany for cancellation on or about November 26, 1912, 

38,155 shares of common stock of Consolidated IIard- 
94 ware Company, 1200 shares of preferred stock of 

Consolidated Hardware Company, $1,199,400 of Con¬ 
solidated Hardware Company Bonds, Reading Hardware 
Company Series, $341,400 of Consolidated Hardware Com¬ 
pany Bonds, National Brass & Iron "Works Series, and 7000 
shares of National Brass & Iron Works, preferred stock, 
and was subsequently discharged from further duties and 
their acts were duly approved by the Board of Directors 
of Reading Hardware Company. 

(16) The re-organization of Reading Hardware Company 
in 1911 was in effect a consolidation or merger of the 
Reading Hardware Company, National Brass & Iron 
Works, Keystone Hardware Company and Consolidated 
Hardware Company, and the consummation thereof re¬ 
sulted in a change of ownership of all of the stock of said 
corporations and entitled said corporation to an invested 
capital as of said year of $1,547,000., being the amount of 
the capital stock then issued against the appraised value 
of its assets. 

(17) The so-called “stock dividend” declared in 1911 was 
not a distribution, of profits and was not so intended, but 
was merely a means employed by said re-organization com¬ 
mittee for the capitalization of the assets of the constituent 
corporations and represented full and real value contrib¬ 
uted to the corporation as capital and as the consideration 
for the issuance of the capital stock issued in payment 
thereof. 

(18) The control of said Reading Hardware Company at 
and immediately after the conclusion of its re-organization 
was vested in persons who were either not interested as 
stockholders or otherwise of Reading Hardware Company 
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at the time of the issuance of the bonds of Consolidated 
Hardware Company as aforesaid, or who collectively con¬ 
stituted onlv a small minority of the stockholders of 

%/ 

95 said corporation and the change in ownership before 
and after said re-organization affected more than 

fifty per centum of the persons in number and iinterest. 

(19) On March 12, 1912, the Board of Directors of Read¬ 
ing Hardware Company authorized the Treasurer thereof 
to set np an account on the company’s books ;to cover Pa¬ 
tents, Good-Will and Trade-Marks to an amount not exceed¬ 
ing $500,000., and in accordance with such authority the 
accountants of the company entered upon said Company’s 
books a Patents, Good-Will and Trade-Marks Account, 
which was debited with the sum of $500,000. and the surplus 
Account therein was credited with a similar amount. On 
Dec. 31,1917, the sum of $400,000. was written; off by debit¬ 
ing Surplus Account and Crediting Patents, Good-Will and 
Trade-Marks Account and the balance of $100,000. was 
written off in the vear 1918 in the same manner, thereby 
closing said Patents, Good-Will and Trade-Marks Account. 

(20) About the year 1921 Reading Hardware Company 
restored the item of Patents, Good-Will and Trade-Marks 
amounting to $500,000. and sought to have the same allowed 
in the computation of its Income and Profits Taxes for 
prior years, but Claims for Refunds based oh its amended 
returns were disallowed and said item was disregarded bv 
the Commissioner of Internal Revenue in his determination 
of the said taxes and a revision of taxes for the vears 1917, 
1918 and 1919 was submitted to the tax-payer -and the sums 
due thereon were paid by it during the year 1924. 

(21) On August 20, 1924, the Commissioner of Internal 
Revenue notified the tax-payer of his determination of a 

deficiency tax for the year 1920 based jupon revised 

96 depreciation, to which exceptions were filed by the tax¬ 
payer, and at a conference with the Income Tax Unit, 

said Unit admitted the propriety of said exceptions, and 
thereupon an amendment of all taxes for the years 1916, 
1917, 1918, 1919 and 1920 upon the basis of the findings 
reached at said conference was agreed upon, and in ac¬ 
cordance therewith the Commissioner on April 24, 1925, 
rendered his revised report, and in the revision of 1917 and 
1918 invested Capital, deducted the $500,000 item of Patents 

i 

i 

i 

i 
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GoodAVill and Trade-Marks from said company’s capital 
stock outstanding and added a like amount to surplus, to 
which the taxpayer excepted on the ground that said deduc¬ 
tion should have been made from surplus of said corpora¬ 
tion and not from its Invested Capital, and upon the Com¬ 
missioner’s refusal to amend his revised report, this Appeal 
was taken by the tax-payer. 

(22) The Invested Capital of Reading Hardware Com¬ 
pany for the year 1917 was $1,502,635.85 and all com¬ 
putations thereof for that and subsequent tax years should 
be based thereon. 

H. F. KANTNER, 
Attorney for Taxpayer. 

Dee. 30, 1925. 

Now, October, 1928, the foregoing request for findings of 
fact certified from the record as a true copy. 

[Seal U. S. Board Tax Appeals, 1924.] 

B. 1). GAMBLE, 

Clerk U. S. Hoard of Tax Appeals. 

97 A true copy. Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

United States Board of Tax Appeals. 

Docket No. 5059. 

Reading Hardware Co., Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Promulgated June 15, 1927. 

There is no basis under section 207 of the Revenue Act 
of 1917 and section 326 of the Revenue Act of 1918 for a 
revaluation of petitioner’s assets for invested capital pur¬ 
poses at the time of the financial reorganization in 1911, 
as a result of which other corporations were merged with 
it, though assets of other companies which are paid in at 
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this time may be included in its invested capital at their 
cash value at the time paid in. j 

A reduction in surplus, when surplus has been impro¬ 
perly increased in the first instance on account of assets 
which have not been paid in as contemplated by the statue, 
restores the surplus, or deficit, to its original condition and 
does not give rise to an operating deficit which did not 
theretofore exist. i 

I 

TT. F. Kantner, Esq., for the petitioner. 

P. P. Smith, Esq., for the respondent. 


The Commissioner has asserted deficiencies in income 
and profits tax for the years 1916, 1918, and 1920, in the 
respective amounts of $121.33, $676.33, and $19,900.11, and 
lias determined over assessments for the years 1917 and 
1919 in the respective amounts of $1,145.09 and $1,310.54. 
The petitioner questions the correctness of the Commis¬ 
sioner's determination in respect of the yeari 1917, 1918, 
1919, and 1920, but concedes the correctness of his deter¬ 
mination in respect of the year 1916. The Commissioner 
entered a plea in bar to the jurisdiction of the Board to 
make a determination as to the taxable year J.917, for the 
reason that the proposed adjustments in the tax 
98 liability for that year involve a refund of and not 
a deficiency in tax. ! 


Findings of Fact. 


Petitioner, a Pennsylvania corporation with principal 
office at Reading, was originally incorporated in 1886, 
with an authorized capital of $900,000 consisting of 6,500 
shares of common and 2,500 shares of preferred stock 
having a par value of $100 a share. All ! of the com¬ 
mon stock and 1,000 shares of the preferred stock has been 
issued and were outstanding at the time of a financial re¬ 
organization in 1911. * 

In 1903 certain individuals who had secured a controll¬ 
ing interest in the petitioner through the acquisition of 
more than 50 per cent of its outstanding common stock 
organized the Consolidated Hardware Company, herein¬ 
after referred to as the Consolidated Company, under the 
laws of the State of Delaware, These individuals trans- 
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ferred to the newly organized company their entire stock 
holdings in the petitioner, comprising 4,101 shares of com¬ 
mon stock in consideration of the issuance to them by that 
company of $757,100 par value of its “ Collateral Trust 
5% Gold Bonds,” hereinafter sometimes referred to as 
the “Beading Bonds.” The Consolidated Company exe¬ 
cuted a purchase-money collateral indenture, covering the 
stock of petitioner thus acquired, to the Colonial Trust 
Company of Reading, Pennsylvania, as trustee, to secure 
an initial issue of such bonds in the aggregate principal 
sum of $757,100, with the right, upon the pledge of addi¬ 
tional shares of the common stock of petitioner, to issue 
additional bonds in payment therefor at the rate of 
99 $184.6154 per share; and with the right, upon the 

pledge of tlie preferred stock and floating obliga¬ 
tions of the petitioner, to issue additional bonds of a par 
value of $200,000 in payment thereof. Interest on these 
bonds was payable semi-annually, on the first days of Jan- 
uarv and Julv, and thev were callable on Julv 1, 1913, or 

* • / ft *77 

any interest date thereafter, at par and accrued interest 
with a premium of 5 per cent, the entire issue maturing on 
July 1, 1943. 

Subsequently, but prior to the year 1911, the Consoli¬ 
dated Company acquired the balance of petitioner’s out¬ 
standing common stock bv the issuance of additional bonds 
under the indenture hereinbefore referred to, making a 
total of $1,200,000 par value of bonds, “Reading Hard¬ 
ware Company Series,” given in exchange for $650,000 
par value of common stock of the petitioner. 

At the time of the first exchange of bonds for stock, as 
referred to above, a controlling interest in the petitioner, 
consisting of more than 50 per cent of petitioner’s common 
stock, was vested in Albert A. Gerry and John E. Harbster, 
and after all of the said bonds had been issued and until 
1911, ownership of the $650,000 par value of the common 
stock of the petitioner was vested in the Consolidated 


Company. 

In 1904, the Consolidated Company purchased 3,560 
shares of the preferred stock of the National Brass and 
Iron Works, hereinafter sometimes referred to as the 
Brass Company, at a price of $50 per share, which were 
paid for by the issuance of $178,000 par value of its 
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100 “Collateral Trust 5% Gold Bonds, National Brass 

and Iron Works Series,” hereinafter sometimes re¬ 
ferred to as the “Brass bonds.” It executed a purchase- 
money collateral indenture, covering the stock qf the Brass 
Company thus acquired, to the Colonial Trust Company 
of Beading, Pennsylvania, as trustee, to secure an initial 
issue of such bonds in the aggregate principal sum of 
$178,000, with the right, upon the pledge of additional 
shares of the preferred stock of the Brass Company, to 
issue additional bonds in payment therefor, at the rate of 
$50 per share. Interest on these bonds was payable semi¬ 
annually, on tlie first days of April and October, and they 
were callable on April 1, 1914, or any interest; date there¬ 
after, at par and accrued interest with a premium of 5 
per cent, the entire issue maturing April 1, 1034. 

Subsequently, but prior to the financial reorganization in 
1911, the Consolidated Company acquired additional pre¬ 
ferred stock of the Brass Company through the issuance 
of additional bonds under the terms of the last-named in¬ 
denture to the extent that the Consolidated Company ac¬ 
quired substantially all the prefered stock of the Brass 
Companw, for which Brass bonds had been given in ex¬ 
change on the same par value, which condition of owner¬ 
ship existed in 1911. j 

The indentures covering both issues contained appro¬ 
priate provisions as to remedies of trustees and bondhold¬ 
ers in the event of default in the payment of interest or 
principal. j 

Prior to 1910, the Keystone Hardware Company, herein¬ 
after referred to as the Keystone Company, was in- 
101 corporated, and its plant was, at the time of peti¬ 
tioner’s financial reorganization in 1911,j under lease 
to the petitioner for a term of 999 years. 

Some of the stockholders in the petitioner were likewise 
interested, through the ownership of stock, securities or 
otherwise, in the Consolidated Company, the Brass Com¬ 
pany, and the Keystone Company to the extent that in 1911, 
and for several years prior thereto, there was a substan¬ 
tial community of interest as far as the fouk companies 
were concerned. i 

In March, 1910, a reorganization committee was ap¬ 
pointed by petitioner’s board of directors, and on July 1, 




56 


BEADING HARDWARE CO. VS. COMMR. OF INT. REV. 


1910, an agreement, embodying certain plans for the re¬ 
organization of the petitioner, the Consolidated Company, 
the Brass Company and the Keystone Company, was en¬ 
tered into by this committee together with the holders of 
the securities of the other companies aforementioned. On 
May 1, 1911, a new agreement, known as “Modification of 
Plan and Amendment of Agreement of Reorganization 
dated July 1, 1910,” was entered into by the reorganiza¬ 
tion committee as parties of the first part; such of the 
holders (therein referred to as the “Reading Bondhold¬ 
ers”) of the “Consolidated Hardware Company Forty 
Year Five Per Cent. Gold Bonds” (therein referred to as 
the “Reading Bonds”) secured bv the common stock of 
the Reading Hardware Company (therein referred to as 
the “Reading Company”); such of the holders (therein 
referred to as the “Brass Bondholders”) of “Consolidated 
Hardware Company Thirty Year Collateral Trust 
102 Five Per Cent. Gold Bonds, National Brass and Iron 
Works Series” (therein referred to as the “Brass 
Bonds”) secured by preferred stock of the National Brass 
and Iron Works (therein referred to as the “Brass Com¬ 
pany”); such of the holders (therein referred to, re¬ 
spectively, as “Consolidated common stockholders” and 
“Consolidated preferred stockholders”) of the common 
and preferred stock of the Consolidated Hardware Com¬ 
pany (therein referred to as the “Consolidated Com¬ 
pany”); such of the holders (therein referred to as the 
“Reading preferred stockholders”) of the preferred stock 
of the Reading Company; such of the holders (therein 
referred to, respectively, as “Brass preferred stockhold¬ 
ers” and “Brass common stockholders”) of the preferred 
and common stock of the Brass Company; and such of the 
holders (therein referred to as the “Keystone stockhold¬ 
ers”) of the capital stock of the Keystone Company—as 
may become parties to the agreement in the manner therein 
provided, and referred to jointly as the “Depositors,” 
parties of the second part; the Pennsylvania Trust Com¬ 
pany of Reading, Pennsylvania, (therein referred to as the 
“Depositary”), as party of the third part; and the peti¬ 
tioner herein, as party of the fourth part. Said agreement 
on May 1, 1911, merely embodied the amendments and 
modifications of the original agreement of July 1 , 1910, and 
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provided that 4 ‘All provisions of the original! agreement 
not moditied or amended hereby, are hereby confirmed.” 
It further provided as follows: 


103 3. Section E of Paragraph Fifth of the original 

plan and agreement relative to the proposed increase 

of common stock and the exchange thereof, shall be and is 

hereby amended to read as follows: 

* 

The present $650,000 of common stock of t|he Reading 
Company shall be increased by a dividend of : $950,000 to 

$1,600,000. I 

Of this latter amount, $1,200,000, or so much thereof as 
may be necessary, shall be given to the depositing Reading 
Bondholders, so that each depositing bondholder of Read¬ 
ing Bonds shall be entitled to receive one shared of common 
stock of the Reading Company of the par value of $100, 
for each and every $100 of bonds deposited;by said de¬ 
positor. 

Of the remaining common stock, $350,000, or so much 
thereof as may be necessary, shall be given to; the deposit¬ 
ing Brass Bondholders, and the depositing Brass Preferred 
Stockholders, so that each depositing bondholder of Brass 
Bonds and each depositing Brass Preferred! Stockholder 
shall be entitled to receive one share of comihon stock of 
the Reading Company of the par value of $100 for each 
and every $100 of bonds or preferred stock deposited by 
said depositor. j 

Of the remaining common stock, $50,000, or so much 
thereof as may be necessary, shall be given to the deposit¬ 
ing Keystone stockholders, so that each depositing stock¬ 
holder of Keystone stock shall be entitled to receive one 
share of common stock of the Reading Company of the par 
value of $100, for each and every $600 of Keystone stock 
deposited by said depositor; 

Any Reading common stock left undistributed, shall re¬ 
main in the hands of the Committee for sale jor pledge by 
it, or for use by it otherwise under the terms! of the origi¬ 
nal reorganization agreement. If any such undistributed 
Reading common stock shall finally remain undisposed of, 
the Committee shall assign said undistributed Reading 
common stock before their final discharge to the Reading 
Company to be held by it as Treasury stock and to be dis- 
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posed of as the Board of Directors of the Reading Company 
shall decide. 

At a meeting of petitioner’s board of directors on July 
20, 1911, the following resolution was adopted: 

104 Whereas the Capital Stock of the Company out¬ 
standing and authorized is as follows: 


Preferred Stock. 1 .$100,000 

Common Stock.. 650,000 


Preferred Stock authorized by Stockholders March 10, 
1903 $150,000.00, making a total of $900,000; and 

Whereas, the reorganization agreement as amended con¬ 
templates the increasing of the capital stock from the said 
sum of $900,000 to $1,700,000, all of the said stock except¬ 
ing the $100,000 of preferred stock already outstanding and 
$100,000 additional of preferred stock, that is to say, 
$1,500,000 of capital stock issued, be issued as common 
stock; and 

Whereas, it is the purpose to issue the additional $100,000 
of preferred stock in exchange for the new outstanding 
preferred stock, thus leaving about $1,600,000 of common 
stock available for issuance; and 

Whereas, the additional common stock is to be issued as 
a stock dividend on the basis of the surplus and reserve 
of the company, and it is necessary that the surplus and 
reserve be ascertained and stated so that it shall be plain 
that no stock shall be issued pursuant to the said plan in 
excess of the surplus and reserve. 

Therefore resolved: 

(1) That the sum of $26,250 stated in the balance sheet 
of June 30th, 1911, as owing for rental to the Keystone 
Hardware Company, be reduced on account of the shares of 
Keystone Hardware Company, which have been deposited 
under the reorganization agreement as amended, being vir¬ 
tually owned by the Reading Hardware Co., and only such 
part of the said rental as might be supposed payable to 
the stockholders of the Keystone Hardware Co. who have 
not deposited their stock under the said agreement, is or 
will be a liability of the Reading Hardware Company, the 
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said sum being* $5,586.8b, so that the said liability instead 
of being $26,250 is only $5,586.88. j 

(2) That a proportion of the value of the Keystone 
Hardware Company's plant which also virtually becomes 
the property of the Reading Hardware Co., bje to the ex¬ 
tent of the proportion of stock of the Keystone Hardware 

Co., deposited under the reorganization agreement 
105 as amended, added to the assets of tjhe Reading 
Hardware Co., the said proportion being $39,358.33. 

(3) That 33/35 of the value of the National Brass Works 

property, that being the proportion of the Consolidated 
Hardware Co. bonds, National Brass scries, I which have 
been deposited under the reorganization agreement as 
amended, be also added to the assets of the Reading Hard¬ 
ware Company, the said property being valued at $75,000 
less an encumbrance of $12,000 and 33/35 thereof being 
$59,400. j 

The above will make the surplus and reserve|of the Read¬ 
ing Hardware Company, considerably in excess of the ad¬ 
ditional stock proposed to be issued. 


The foregoing action was approved by petitioner’s stock¬ 
holders on the same day. 

Petitioner’s board of directors adopted tjie following 
resolution on September 26, 1911, which action was ap¬ 
proved by petitioner’s stockholders on the same day: 

Whereas, after the adoption of resolution of July 20, 
1911, the Manufacturers’ Appraisal Company was pro¬ 
cured to extend its appraisement of August 3V, 1910, to Au¬ 
gust 31, 1911, including the National Brass & Keystone 
plants: and 

Whereas , taking the said appraisement and taking also 
the current assets including the securities as j they appear 
on the books, which are not embraced in the s^id appraise¬ 
ment, and making deductions of all liabilities, there is 
shown net assets amounting to $1,649,550.431; and 

Whereas, in order to carry out the Reorganization Agree¬ 
ment as amended with respect to all persons depositing 
thereunder, there will have to be issued additional capital 
stock amounting to $935,100.00, but $40,500.00 thereof 
would be issuable to the Reading Hardware Company on 
account of securities held by it, and the same purpose 


i 
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can lie accomplished by simply leaving such stock unissued; 
and 


Whereas, bv leaving such stock unissued there will be 
issuable to parties other than the Heading Hardware Com¬ 
pany, who have deposited their securities, $895,400.00, mak¬ 
ing altogether with the outstanding stock $1,645,400.00, a 
sum less than the amount of net assets. 

106 Now, therefore, he if resolved, That in furtherance 

of the said agreement, there be declared a stock divi¬ 
dend of 138 per centum on the outstanding common stock 
of $650,000.00, the total dividend being $897,000; that the 
said stock be issued as full-paid common stock and not sub¬ 
ject to further calls or assessments. 

Resolved, That the above resolutions be submitted to the 
stockholders at a meeting called to be held this day. 


On motion dulv seconded the following resolution was or- 
dered to be submitted to the stockholders at a special meet¬ 
ing to be held this day for their approval or disapproval. 

Whereas % a stock dividend of 138 per centum has been 
declared upon outstanding common stock, therefore: 

Resolved, that the $100,000 of Preferred stock authorized 
bv the stockholders to be issued in exchange for existing 
preferred stock, be issued as follows: 

(1) The stock to entitle the holder thereof to receive 
cumulative yearly dividends of six per centum payable 
semi-annually on the first days of April and October each 
year before any dividend shall be set apart or paid on the 
common stock; and also in the event of liquidation or dis¬ 
solution, to be paid in full, both principal and accrued divi¬ 
dends, before any amount shall be paid to the holders of 
common stock. 

The stock not to entitle the holder to vote and to be re¬ 
deemable at 105 and accrued dividends, at any dividend 
paying period after ninety days’ notice. 

(2) The said stock shall be issued only in exchange for 
existing preferred stock and from time to time as any 
holder of existing preferred stock shall surrender his stock, 
a certificate or certificates for a like number of shares of 
such new preferred stock, shall be delivered to the sur¬ 
rendering stockholder in exchange, so that the aggregate 
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amount of preferred stock outstanding shall at no time ex¬ 
ceed $100,000. | 

The Common Stock of the Company issued land author¬ 
ized to be issued is: 


107 Outstanding . | $650,000.00 

Preferred stock unissued but author- j 
ized March 10th, 1903, and now to be is- j 

sued as common stock . i 150,000.00 

Additional stock authorized by stockholders j 
July 20th, 1911.‘. ! 800,000.00 

•S / ! 


Total . $1,600,000.00 

This total of $1,600,000 shall be issued in pursuance of 
the reorganization agreement as amended, that is to say— 
to the holders of Consolidated Hardware Company bonds— 
National Brass series—$350,000, or so much thereof as 
may be necessary to satisfy depositing bondholders. 

To the Keystone Hardware Company $50,000’ or so much 
thereof as may be necessary to satisfy depositing stock¬ 
holders. 

To the holders of Consolidated Hardware Company 
bonds, Reading Hardware Company series—$1,200,000, or 
so much thereof as may be necessary to satisfy depositing 
bondholders. 

The said stock shall be issued to the Reorganization 
Committee upon that Committee surrendering for cancel¬ 
lation the outstanding $650,000.00 of common stock. 


On or shortly prior to, August 31, 1910, tlie Manufac¬ 
turers’ Appraisal Company made an appraisal of peti¬ 
tioner’s plant and that of the Keystone Company on the 
basis of reproduction new less an estimated amount for ac¬ 
crued depreciation and the books of the petitioner were 
adjusted in conformity therewith, showing therein the prop¬ 
erties of both plants. 

When the financial reorganization in question was de¬ 
cided upon the same appraisal company extended the 1910 
appraisals for the petitioner’s plant and the Keystone plant 
to August 31, 1911, and the books were again adjusted in 
conformity therewith, the following entries being made: 


i 
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108 Reserve for Depreciation of 

Fixed Assets .$452,185.55 

To Profit and Loss. .. $452,185 55 


To close account: 


Profit and Loss. . . 
To Buildings 
Main Plant 
iL Building's 
Keystone . 


.$213,353.21 

and Building- Equipment— 

and Building- Equipment— 


44 Manufacturing Machinery and Minor 

Equipment—Main Plant . 

Manufacturing Macliinerv and Minor 

Equipment—Keystone . 

Power Plant Operating Equipment— 
Main Plant . . 


44 Dies, Tools, etc. 

44 Furniture and Fixtures—Factory. 

44 44 “ 44 —Keystone .... 

44 44 44 44 —Lawn Mower 

Department. 

44 44 44 44 —Main Office... 

44 Stable Equipment . 

44 Electros and Wood Cuts. 


73,365.96 

1,040.51 

57,715 10 

4,863. IS 

13,433 15 
44,951.43 
7,241 39 
427.98 

167.08 
589.77 
1,310.62 
8,247.04 


To correct accounts to conform with Appraisal Com¬ 
pany’s values of August 31, 1911. 

Power Plant and Equipment—Keystone $965.10 
Patterns and Drawings. 1,034.29 


To Profit and Loss. $1,999.39 

To correct accounts to conform with Appraisal Com¬ 
pany’s values of August 31, 1911. 

By means of the foregoing entries, surplus was increased 
by two amounts, $452,185.55 and $1,999.39, and decreased by 
one amount, $213,353.21, making a net increase of $240,- 
831.73. 

In addition to the foregoing entries, the following entry 
was made on the same date to set up securities which had 
not heretofore appeared on the books of the petitioner: 
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109 280 Shares Reading Preferred Stock... 

$40,500 Consolidated Hardware Com-: 
pany Bonds (Reading Series) being $40,500 
of capital stock or ($1,200,000) $21,937.50 of 
$650,000 common stock Book value $238.00! 

per share .j 

4,723 Shares Keystone Hardware Company! 
Stock, based on Manufacturers’ Appraisal; 
Company’s Values of August 31, 1911, of! 

$55,514.18 .j 

$340,850 Bonds, Consolidated Hardware Com-j 
pany (National Brass and Iron "Works Se-! 
ries) and Preferred Stock of National Brass; 
and Iron Works, based on Manufacturers’! 
Appraisal Company Values of August 31,j 
1911, of $85,976.23 less $12,000 mortgage... . j 
1,500 Shares Reading Machine Screw Com-' 
pany, being 3/8 of Capital Stock based on! 
valuation of its plant $28,000 less mortgage; 

and debts of $15,000 . j 

20 Shares Philadelphia Bourse at $4.00 per, 

share . j 

! 

i 

To Profit and Loss.I 


$28,000 00 


$52,211.25 


$43,698.91 


$72,042.28 


$4,875.00 
80.00 


$200,907.44 


In order to carry into effect the resolution; of the peti¬ 
tioner’s board of directors 4 ‘That the sum of $26,250 stated 
in the balance sheet of June 30, 1911, as owing for rental 
to the Keystone Hardware Company, be reduced on account 
of the shares of Keystone Hardware Company^ which have 
been deposited under the reorganization agreement as 
amended, being virtually owned by the Reading Hardware 
Company, and only such part of the said rental as might 
be supposed payable to the stockholders of the Ivey- 
110 stone Hardware Company who have not deposited 
their stock under the said agreement, is; or will be a 
liability of the Reading Hardware Company, the said sum 
being $5,586.88, so that the said liability instead of being 
$26,250 is only $5,586.88,” and to make further adjustment 
in the same account due to the rental period from June 
30, 1911, to August 31, 1911, not already considered, the 
following journal entry was made: 
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Keystone Hardware Company Rental $22,631 04 

To Profit and Loss. $22,631.04 

Rental on 4,723 shares of* stock held bv the 
Reorganization Committee. From Octo¬ 
ber 1, 1909, to August 31, 1911—1-11/12 
years at $2.50 per share. 

After giving effect to the foregoing entries, the surplus 
as shown by the books of the petitioner on August 31, 1911, 
was $899,550.43, exclusive of the outstanding capital stock, 
or a total of net assets shown by petitioner’s books, after 
adjustment for the appraisal and current assets not in¬ 
cluded in the appraisal, of $1,649,550.43 ($899,550.43 sur¬ 
plus plus $750,000 outstanding capital stock). 

Prior to the making of the aforementioned appraisals, 
the officers of the Consolidated Company and the petitioner 
had removed machinery, equipment, supplies, etc., from the 
plant of the National Brass and Iron Works and these as¬ 
sets are included in these appraisals, but are not segre¬ 
gated in any manner by which it is possible to identify 
either the assets or the value placed thereon. The plant 
of the Brass Company, exclusive of machinery, 
111 equipment, supplies, etc., is not included in the ap¬ 
praisals, though it was in the control of the petitioner 
on July 7, 1911, when the following resolution was adopted 
by petitioner’s board of directors: 

Upon motion duly made and seconded the Finance Com¬ 
mittee was authorized to investigate the matter of the dis¬ 
position of the National Brass and Iron Works plant and 
report as to whether it can be sold or rented and at what 
terms together with their recommendation. 

On September 26, 1911, a stock dividend was declared 
from the above-indicated surplus of $1,649,550.43, in ac¬ 
cordance with the resolution of September 26, 1911, hereto¬ 
fore referred to. The journal entries on account of this is¬ 
suance of stock were as follows: 

Profit and Loss. $897,000 

To Dividend. $897,000 

For dividend of 138% de¬ 
clared September 26th, pay¬ 
able in stock to stockholders 
of record this day. 
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$897,000 


Dividend . $897,000 

To Capital Stock. 

For stock dividend declared 
September 26th and issued 
October 28, 1911. 

Prior to October 28, 1911 the 6,500 shares common stock, 
of the petitioner were acquired by the Reorganisation Com¬ 
mittee at a foreclosure sale had bv the Colonial Trust Com- 

* 

pany, trustee in the indenture under which tliijs stock was 
pledged as collateral when the Consolidated Hardware 
Company issued bonds in 1903 denominated “Reading 
Hardware Company Series.” When the stock, on 
112 account of the stock dividend declared by petitioner 
on September 26, 1911, was issued the entire amount 
went to the Reorganization Committee, making a total in 
their hands of 15,470 shares, which stock wasi distributed 
and was outstanding after the financial reorganization had 
been completed. During 1912 the 6,904 shares, preferred 
stock, of the National Brass and Iron Works \yere sold at 
a foreclosure sale had by the Colonial Trust Company, trus¬ 
tee in the indenture under which this stock was pledged as 
collateral, when the Consolidated Hardware Company is¬ 
sued bonds in 1904 denominated “National Brajss and Iron 
Works Series,” purchase being made by the Reorganization 
Committee, in the interest of the petitioner, fojr $531.02. 

During 1911 and 1912 substantiallv all of the other stocks 
and bonds which were to be transferred to the Heorganiza- 
tion Committee in accordance with the Reorganization 
Agreement as amended, had been so transferred; and lief ore, 
on, or shortly after November 26, 1912, the petitioner, the 
Reorganization Committee and the Pennsylvania Trust, 
Company, Depositary, took the necessary steps; for the de¬ 
livery of the stocks, bonds and papers held by the Reorgani¬ 
zation Committee and the Pennsylvania Trust Company to 
the petitioner. The Reorganization Committee was there¬ 
upon ordered discharged from further duties and responsi¬ 
bilities. 

After the above transactions had taken place, the peti¬ 
tioner held 6,904 shares of preferred stock of the Brass 
Company out of a total of 7,000 shares and steps were taken 

5—4853a 






GG 


READING HARDWARE CO. VS. COMMR. OF IXT. REV. 


to effect its dissolution, such dissolution being finally ef¬ 
fected shortly prior to March 25,1913. Prior to its 
113 dissolution, its plant was sold by the assignee for the 
benefit of its creditors at a public sale on December 
27, 1911, and was purchased by the Reorganization Com¬ 
mittee in the interest of the petitioner, the principal credi¬ 
tor, for $5,000, subject to a mortgage of $12,000. No pay¬ 
ment was made of the purchase price, but, instead, the plant 
was conveyed to the petitioner on account of its claim. Tn 
1912, petitioner sold it for $50,000, the purchaser assuming 
the aforementioned mortgage of $12,000. 

When the stocks and bonds of the Consolidated Company 
were received by the petitioner, they were ordered ca/celled 
by the petitioner’s board of directors and the final papers 
relative to the receivership of the Consolidated Company 
were presented to petitioner’s board of directors on March 
25, 1913. 

Tn the vear or vears covered bv the financial reorganiza- 
tion, the petitioner did not secure a new charter, but con¬ 
tinued to operate under the old charter with which it came 
into existence in 1889. 

The Keystone Company continued in existence at least 
later than 1912. 

On March 12, 1912. the Board of Directors of the peti¬ 
tioner authorized its treasurer to set up an account on its 
books “to cover the patents, good will and trade-marks, of 
the company not now represented in any of the assets, to 
an amount not exceeding $500,000,” and in accordance with 
such authority its accountants entered upon its books an 
account of this character, which was debited with the sum of 
$500,000, and the surplus account was credited with 
114 a similar amount. On December 31, 1917, the sum 
of $400,000 was written off by debiting surplus and 
crediting patents, good will and trade-marks and the bal¬ 
ance of $100,000 was subsequently written off in the same 
manner, thereby closing this account. 

The petitioner, in determining its invested capital for 
profits tax purposes for 1917 and subsequent years restored 
the foregoing account as an asset, thus increasing its in¬ 
vested capital. The Commissioner, however, for the same 
purpose, eliminated the $500,000 from the par value of the 
capital stock, thus reducing invested capital and changing 
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the tax liability accordingly, though he now admits that 
since good will was originally set up as a credit to surplus, 
the elimination should have been from surplus and not from 
capital stock. 

Opinion. 

Ltttleton : The errors assigned by the petitioner are: 

(1) Failure to make proper adjustment in its invested 
capital for 1917, 1918 and 1919 on account of! a “loss on 
Keystone Hardware Company stock’’ which was taken by 
the petitioner as a deduction from gross income;in 1916, but 
not allowed by the Commissioner until 1918. 

(2) Elimination of $500,000 for good will restored by a 

charge against capital stock instead of a charge against sur¬ 
plus in determining invested capital for 1917,11918, 1919, 
and 1920. i 

I 

The Commissioner filed a plea in bar to the right of the 
petitioner to maintain this proceeding as to the year 1917 
on the ground that “the adjustment in the tax liability for 
the said year, against which the taxpayer appeals, is a 
refund and not a deficiencv.” 

115 The position of the Commissioner is well taken in 
so far as it applies to a consideration of the amount 
of refund which may be due for 1917. Appeal of Cornelius 
Cotton Mills, 4 B. T. A. 255. It should be notqd, however, 
that the appeal comes before the Board on a notice of de¬ 
ficiencies for 1918 and 1920 and the major iterp on account 
of which the appeal is taken carries through fpr all years. 
Section 274(g), Revenue Act of 1926 provides:| 

The Board in redetermining a deficiency in respect of any 
taxable year shall consider such facts with relation to the 
taxes for other taxable years as may be necessary correctly 
to redetermine the amount of such deficiency, but in so doing 
shall have no jurisdiction to determine whetliey or not the 
tax for any other taxable year has been overpaid or under¬ 
paid. 

We said in the Appeal of Cornelius Cotton Mills, supra: 

In determining the correct amount of the deficiency, we 
may consider such facts with relation to taxes for other 
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taxable Years as mav be necessary correctly to redetermine 

* » * m/ 

the amount of the deficiency involved; for example, in de¬ 
termining the invested capital for the year for which the 
deficiency against a corporation has been determined, we 
may determine what was the tax liability during a preced¬ 
ing vear. 

The plea of the Commissioner is, therefore, overruled in 

so far as a consideration of 1917 mav be necessary for a 

• • 

correct determination of the deficiencies for 1918 and 1920. 

At the hearing the petitioner and respondent filed a Joint 
Exhibit marked “Exhibit A” in which thev agreed as to the 
adjustment which should be made on account of the first 
error assigned above, and therefore this point will not be 
considered further. 

116 Before considering the other point raised, we find 
it necessary to go beyond the pleadings and consider 
the real issue in the case, an issue not raised either in the 
petition or in the answer by the Commissioner, but one on 
account of which almost the entire evidence was presented 
and one which is fundamental in a determination of the 
petitioner’s invested capital, viz., the amount of the surplus 
or deficit at the time good will was increased by $500,000, 
which, in turn, involves the effect on invested capital of a 
financial reorganization in 1911. 

The facts relative to what took place in 1911 are quite 
complicated and the evidence with respect thereto is not 
very clear. 5Ye are handicapped in the first instance by 
the failure of the petitioner to submit the original plan of 
reorganization, and we have had to rely on the amendments 
to the original plan and secondary evidence presented to 
show what was agreed as the complete plan of bringing the 
four allied companies together. Further the evidence is in¬ 
complete in many particulars which would have been help¬ 
ful in tracing the detailed steps in the consummation of the 
plan. 

Petitioner’s counsel states in his brief filed after the hear¬ 
ing, with respect to the additional point which we find it 
necessary to consider, as follows: 

The invested capital of the taxpayer for the year 1917 and 
subsequent years must be based on the amount of capital 
stock of Reading Hardware Company issued by it under the 
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reorganization plan effected in 1911, subject onty to proper 
additions and deductions for later years. | 

i 

In this we can not concur. The above position js evidently 
based upon the proposition that there was such a change of 
status of the allied corporations in 1911 tliat it would 
117 be considered that their assets were paid in to the 
petitioner at this time as contemplated by section 207, 
Revenue Act of 1917 and section 326, Revenue Act of 1918. 
In 1911 there was a revaluation of the assets of the peti- 
tioner, the Keystone Company and such assets of the Brass 
Company as had been taken from that plant! and inter¬ 
mingled with the assets of the petitioner. On the basis of 
the surplus which was shown by setting up this valuation 
on the books of the petitioner and by setting; up certain 
securities which came to the petitioner through the financial 
reorganization plan of July 1, 1910, as modified by the 
amended plan dated May 1, 1911, a stock dividend was de¬ 
clared on September 26,1911, of $897,000, par value of com¬ 
mon stock of the petitioner, which, together with the capital 
stock already outstanding and the surplus remaining after 
the declaration of the stock dividend, the petitioner contends 
should be the starting point for invested capital I purposes. 

Before considering the question of the correctness of the 
valuation on which petitioner’s invested capital is based, 
we must determine whether there was a basis for such valua¬ 
tion in 1911, i. e., whether the assets of the allied companies 
on which the valuations were placed can be considered as 
having been “paid in” in 1911 as contemplated by the pro¬ 
visions of the statutes heretofore referred to. i 

i 

In the first place, were the assets which were owned by 
the petitioner prior to 1911 again paid in to the petitioner 
in 1917 ? The question answers itself in the negative when 
we consider that the corporation with which we are here 
dealing in the same legal entity which came into being 

11S in 1886, and its legal existence was not changed in 

the slightest by what took place in 1911 and 1912. 

It has the same charter in the taxable vears under consider- 

•' t 

ation with which it began business in 1886. j There were 
changes in stock ownership during the period of its exist¬ 
ence, but this did not affect the ownership of its! assets. That 
the ownership of stock and ownership of assets 1 are not iden- 
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Heal and that changes of ownership in stock may occur with¬ 
out affecting the ownership of the assets has been so long 
recognized that it hardly admits of questioning. See U . S. 
v. Phellis, 257 U. S. 156; Rockefeller v. U. S. 257 U. S. 176; 
and Cullman v. Walker, 262 U. S. 134. 

In the Appeal of Regan Shoe Co ., 1 B. T. A. 896, the 
Board said: 

We need not dwell upon the well recognized distinction 
between a corporation and its stockholders, nor repeat 
what so frequently has been said to the effect that the 
ownership by a corporation is not the ownership of its 
stockholders, and that the rights and liabilities of the for¬ 
mer are separate from those of the latter. 


What, therefore, happened in 1911 with respect to the 
petitioner did not affect the legal existence of the corpora¬ 
tion, even though there were changes as to stockholdings, 
and the value of its assets for invested capital purposes, 
in so far as it relates to assets which it acquired prior to 
the financial reorganization, must be based upon the origi¬ 
nal cost at date of acquisition. These assets were not paid 
in to the petitoner at this time, but were paid in from 1S86 
until this time. 

Nor does the fact of a stock dividend in 1911 aid 
119 the petitioner in its contention, since nothing thereby 
came in to the corporation in so far as its previously 
owned assets were concerned. In Gibbons v. Mahon , 136 
U. S. 549, the court said: 


A stock dividend really takes nothing from the property 
of the corporation, and adds nothing to the interests of the 
shareholders. Its property is not diminished, and their in¬ 
terests are not increased. After such a dividend, as before, 
the corporation has the title in all the corporate property; 
the aggregate interests therein of all the shareholders are 
represented by the whole number of shares; and the pro¬ 
portional interest of each shareholder remains the same. 
The only change is in the evidence which represents that 
interest, the new shares and the original shares together 
representing the same proportional interest that the origi¬ 
nal shares represented before the issue of the new ones. 
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In La Belle Iron TTor/rs v. U. S. 256 U. S. 377,: this state- 
ment is made in regard to a stock dividend: 

I 

That distribution, in substance and effect, Was an in¬ 
ternal transaction, in which the company receivjed nothing 
from the stockholders any more than tliev received any- 
thing from it. 

We must hold, therefore, that to the extent! that peti¬ 
tioner’s invested capital is based on a revaluation of assets 
in 1911 which were acquired prior to this time,! it can not 
be sustained. 

Our next consideration is to determine whether there 
were other assets which can be said to have b<ien paid in 
to the petitioner .at the time of this financial reorganization. 

We will first examine the Brass Company. lit 1904, sub¬ 
stantially all of its preferred stock was acquired by the 
Consolidated Company in exchange for an issue of bonds, 
which condition of ownership existed in 1911. The Brass 
Company also had a relatively small issue of common 
stock, but this was of so little consequence that it 
120 was given but negligible consideration in the work¬ 
ing out of the financial reorganization plans. By 
the deposit of securities under the reorganization plan this 
preferred stock of the Brass Company came to the Re¬ 
organization Committee and the petitioner issued a part 
of the stock dividend heretofore referred to of like par 
value as the preferred stock in exchange therefor. When 
this occurred, the petitioner acquired tangible assets, viz., 
preferred stock, which can be considered at its actual cash 
value as paid in at this time. Likewise, in 1913, when the 
petitioner, through ownership of substantially! all of the 
stock of the Brass Company, effected a dissolution in liqui¬ 
dation of the Brass Company, it became the owner of the 
Brass Company assets, if any, and was entitled ito a valua¬ 
tion for invested capital purposes at their casjh value as 
paid in in 1913. Appeal of Regal Shoe Co., supra. 

For a like reason as in the case of the Brass Company, 
the interest in the stock of the Keystone Company which 
and which was not formerly owned by the petitioner may 
properly be included in the invested capital of the petitioner 
at its cash value at date of acquisition in 191-.! 

Through the financial reorganization the petitioner also 
received the stock and bonds of the Consolidated Company, 
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but we do not see -anything here of value as having been 
paid in, which is not otherwise accounted for. This com¬ 


pany was organized as a holding company and issued its 
bonds for the entire common stock of the petitioner and 
substantially all the preferred stock of the Brass 
121 Company. With the surrender to, and cancellation 
by, the petitioner of these bonds, the petitioner was 
not thereby relieved of any liability nor did that constitute 
a payment of anything of value in to the petitioner. The 
stock of the petitioner, which was the onlv asset back of 
the Reading bonds of the Consolidated Company, did not 
become an asset of the petitioner, but merely passed to the 
persons entitled thereto under the reorganization agree¬ 
ment who thereby became stockholders of the petitioner. 
The stock of the Brass Company for which tlie Brass 
Bonds of the Consolidated Company were issued, and 
which became an asset of the petitioner is accounted for 
in another connection. As to the capital stock of the Con¬ 
solidated Company we are convinced that counsel for the 
petitioner made a correct statement of its status in these 
words, when presenting the case to the Board: 


Of course, from the figures that I have given you, it is 
evident that the Consolidated Hardware Company stock 
should not or could not be given anv value because there 
was not sufficient there for that purpose, and that was all 
lost in the transaction, and surrendered. 


As further indicating its lack of value we find that while 
the stockholders of the Consolidated Company are men¬ 
tioned as parties to the reorganization agreement, no pro¬ 
vision is made for the receipt by them of any payment for 
their stock upon the surrender thereof. 


We next consider the valuation of the several classes of 


assets which may properly be considered as entering into 
petitioner’s invested capital on the basis hereinbefore 
indicated. 


122 We have already stated that as to petitioner’s 
assets which were owned by it prior to 1911 there 
could be no revaluation in 1911, but that original cost to 
the petitioner should be used. From the evidence sub¬ 
mitted we find that the petitioner has not attempted to use 
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an original cost basis. In the first place an appraisal was 
made in 1910 of its assets on the basis of reproduction 
new less an estimated amount for accrued depreciation 
and that included in this appraisal were certain assets of 
the Brass Company to which it did not have title, and 
assets of the Keystone Company. On August! 31, 1910, on 
the basis of this appraisal, new fixed-asset-accounts were 
set up by the petitioner in accordance with the classification 
being charged off, and a depreciation reserve provided for 
on account of these fixed assets. 

On August 31, 1911, the 1910 appraisal was extended to 
that date and the fixed-asset accounts on petitioner’s books 
again adjusted in conformity therewith, the entire depre¬ 
ciation account being closed out as a credit to profit and 
loss, various fixed assets reduced or increased, the net 
effect being an increase in surplus of $240,831.73. 

The above net increase in surplus of $240^831.73 is at¬ 
tributable not only to a revaluation of petitibner’s assets, 
but also of assets of the Brass Company which it had re¬ 
moved to its plant prior to the vesting of a property right 
therein and to which it did not have title when the fore¬ 
going appraisals were made, and assets of the Keystone 
Company. Obviously any part of this increase which may 
be due to the Brass Company assets is properly to 
123 be eliminated, since title thereto had not vet vested 
in the petitioner. As to the Keystone Company 
assets we have found that this company’s plant was being 
operated under a 999-year lease at and prior to 1911, that 
through the financial reorganization 4,723 shares of its 
stock came to the petitioner and that the company con¬ 
tinued in existence as late as 1913. To perinit of the in¬ 
clusion of these assets in the invested capital of the peti¬ 
tioner on account of the 1911 appraisal, it must be held that 
these assets were paid in to the petitioner in 1911. This, 
however, is inconsistent with the facts as the most that 
was acquired at this time was 4,723 shares of Keystone 
Company stock, which we have heretofore! said in this 
opinion is different from the acquisition of the assets. 
Any of the foregoing increase in the petitioner’s surplus 
in 1911 on account of the Keystone assets was, therefore, 
erroneous. I 
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We are constrained, therefore, to hold that in a redeter- 
mination of petitioner’s income and profits tax for the 
years on appeal the increases in surplus in 1911 in the 
amount of $240,831.73 should he eliminated from invested 
capital. 

At the same time that adjustment were made for the ap¬ 
praisal referred to above, there was a further increase in 
surplus of $200,907.44 on account of securities which came 
to the petitioner through the deposit of securities under 
the reorganization agreement. The first item entering into 
this total is 4 ‘280 Shares Reading Preferred Stock $28,- 
000.” The record is not sufficient complete to show exactly 
the manner in which this stock of the petitioner was 
124 returned to the petitioner, but regardless of whether 
acquired by gift or purchase, it could not give rise 
to an increase in invested capital. If received by gift, it 
would not operate to increase invested capital until dis¬ 
posed of, when the amount realized therefrom in the form 
of assets would serve to increase invested capital. See 
Appeal of Musical Instrument Sales Co., 1 B. T. A. 402. 
If acquired by purchase, the amount paid therefor by the 
petitioner would amount to a return of capital to the stock¬ 
holders and, therefore, would operate to reduce capital 
originally paid in^ Suffice it to say, therefore, that in 
either event, an increase in invested capital would not 
arise as indicated by the foregoing journal entry, and to 
the extent that proper elimination has not already been 
made, invested capital should be adjusted accordingly. 

The second item entering into the aforesaid credit to sur¬ 
plus is entitled: 

340,500 Consolidated Hardware Company Bonds (Read¬ 
ing Series) being $40,500 of capital stock or ($1,200,000) 
$21,937.50 of $650,000 common stock book value $238.00 per 
share—$52,211.25. 


The foregoing entry sets up as an asset $40,500 of the 
Reading bonds which were issued by the Consolidated Com¬ 
pany for stock of the petitioner in 1903 and their value is 
determined from the book value of petitioner’s stock. 

That bonds held by one corporation of another corpora¬ 
tion are tangible property we admit, and if we should con- 
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to 


cede further that bonds of the Consolidated! Company is¬ 
sued for the petitioner’s stock would be an asset in 

125 the hands of the petitioner, the bonds would not bring 
anything of value to the petitioner for invested capi¬ 
tal purposes when the Consolidated Company passes from 
the picture which was what happened in this!case prior to 
the taxable years on appeal. The only asset Iback of them 
was the common stock of the petitioner, which, if it came 
to the petitioner, would be treasury stock, which we have 
heretofore said in this opinion, could not serve to increase 
invested capital while retaining its status as treasury stock. 

Consistent with the foregoing, we must hold that the ad¬ 
ditions to surplus of $28,000 and $52,11.25 set up assets 
on account of the preferred stock of the petitioner and Head¬ 
ing bonds of the Consolidated Company, respectively, can 
not be allowed as assets which would operate to increase the 
invested capital of the petitioner. 

Our next consideration is to value the 6,904 pharos of pre¬ 
ferred stock of the Brass Company which we have said 
should be valued for invested capital purposes at the time 
it came to the petitioner through the reorganization plans 
in 1911. Much difficulty arises here for the reason that 
some of this company’s assets had been transferred to pe¬ 
titioner’s plant prior to 1911 and the earnings attributable 
to these assets, if any, were reflected in the petitioner’s earn¬ 
ings. In other words, there was not in 1911, nor had there 
been for at least a short time prior thereto any operation 
of the Brass Company as such. When the stock itself was 
sold by the Colonial Trust Company under the indenture 
in which this stock was pledged as collateral for the 

126 issuance of the Brass bonds of the Consolidated Com¬ 
pany, the highest bid received therefor was $531.02, 

sale being made at this price. Prior to the dissolution of 
the Brass Company in 1913, its plant was sold by the as¬ 
signee for the benefit of creditors at a public sale on Decem¬ 
ber 27, 1911, and was purchased in the interest of the peti¬ 
tioner, the principal creditor, for $5,000, subject to a mort¬ 
gage of $12,000. Xo payment was made of |the purchase 
price, but instead, the plant was conveyed to the petitioner 
on account of its claim, and in 1912, petitioner sold it for 
$50,000, the purchaser assuming the mortgage. In the in¬ 
crease in surplus previously referred on account of securi- 
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ties which had not heretofore appeared on the books of the 
petitioner, there appears this item: 

$340,850 Bonds, Consolidated Hardware Com¬ 
pany (National Brass and Iron "Works Series) 
and Preferred Stock of National Brass and 
Iron Works, based on Manufacturers’ Apprai¬ 
sal Company Values of August 31,1911 of $85,- 
976.23 less $12,000 mortgage.$72,042 28 

This amount is a part of the surplus out of which the stock 
divided was declared, and presumably has been considered 
in computing petitioner’s invested capital. Whether the 
cash value of the assets received in the form of securities 
affecting the Brass Company—preferred stock of the 
Brass Company and bonds of the Consolidated Company, 
National Brass and Iron Works Series—in 1911, or assets 
of the Brass Company to which a property right vested in 
the petitioner upon dissolution of the Brass Company in 
1913, was greater of less than the amount shown by the 
foregoing journal entry, we consider the evidence insuffi¬ 
cient to show, but since we do know that assets were 
127 received in 1911 and 1913, we will not disturb the 
amount which has apparently been allowed as a re¬ 
sult of the merger of the Brass Company with the peti¬ 
tioner. 

A similar situation exists with respect to the Keystone 
Company stock which we have said could be included in 
petitioner’s invested capital at its cash value when acquired 
in 1911. In connection with the increase in surplus on ac¬ 
count of securities there also appears this item: 

4,723 shares Keystone Hardware Company 
stock, based on Manufacturer’s Appraisal 
Company’s Values of August 31, 1911 of 

>,514.18 ..$43,698 91 


One hundred additional shares of this stock were pur¬ 
chased by the Reorganization Committee for the petitioner 
at $6 per share, which amount plus the value placed on the 
4,723 shares in the foregoing journal entry equals the loss 
claimed on Keystone stock in 1916, but which was not al¬ 
lowed by the Commissioner until 1918. Again we are with¬ 
out sufficient evidence to increase or decrease this addition 
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i 

to surplus, but on the entire evidence in the Case we will 
leave this part of petitioner’s invested capital undisturbed. 

This brings us to the final issue in the case, viz|., the reduc¬ 
tion of invested capital due to an arbitrary increase in sur¬ 
plus in 1912 when good will, patents and trade-marks were 
charged and surplus credited in the amount 6f $500,000. 
The Commissioner in his determination reduced capital 
stock by this amount which he now admits was erroneous 
and agrees with the petitioner that the reduction should 
have been from surplus, the account which was orig- 
128 inallv credited, but, on the other hand, contends that 
this latter method will not alter his original deter¬ 
mination of invested capital. The petitioner, however, in¬ 
sists that when the latter method is followed ah operating 
deficit is credited which can not be used to reduce capital 
paid in. 

A reduction in surplus when surplus has been; improperly 
increased in the first instance on account of assets which 
have not been paid in as contemplated by the! statute re¬ 
stores the surplus or deficit to its original condition, and 
does not give rise to an operating deficit which did not 
theretofore exist. The reason for the rule, which has been 
generally applied in an interpretation of the Revenue Acts 
of 1917 and 1918, that capital or surplus actually paid in 
is not required to be reduced because of an impairment of 
capital in the nature of an operating deficit is based on the 
proposition that the several acts do not require such a re¬ 
duction and contemplate that invested capital! shall at all 
times include capital or surplus actually paid in until there 
has been a liquidation or return of the original! investment 
to the stockholders. In Appeal of Guarantee Construction 
Co., 2 B. T. A. 1145, we said: 

Section 326 of the Revenue Act of 1918 makes no provi¬ 
sion for the reduction of invested capital of a corporation 
by reason of an operating deficit. It provides, and we think 
with reason, that invested capital shall at all times include 
capital or surplus actually paid in. Earned surplus and 
undivided profits, of course, may vary in amount from year 
to year. We are of the opinion, therefore, that! capital and 
surplus actually paid in remain part of the invested capital 
of a corporate taxpayer, except where such capital or sur- 


i 


i 
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pins has been directly or indirectly returned to the stock¬ 
holders. 

The surplus which was created in this case by setting* up 
good will was not a surplus which arose on account of 
129 assets paid in or on account of earnings; it was an 
improper addition in the first instance, and, there¬ 
fore, its elimination must serve to reduce invested capital in 
its entirety, even though a deficit may result from such 
elimination. 

A redetermination should, therefore, be made on the basis 
of the foregoing, taking into consideration not only the ad¬ 
justment for the item of $500,000 in the manner set out 
above, but also the several reductions in surplus, totaling 
$321,042.98, to the extent adjustment has not already been 
made therefor, and the treatment of the loss on the Key¬ 
stone stock on which the parties have reached an agree¬ 
ment. 

Judgment will be ottered on 30 days 9 notice, under Rule 
50. 


130 Trussell, dissenting: I am unable to agree with 
the conclusion reached in the foregoing opinion and 
decision. We have here four corporations; three of them 
operating companies and the fourth a holding company, 
holding substantially all of the stock of two of the operating 
companies, while a large majority of the third operating 
company is held by one of the other operating companies. 
For many years these corporations had existed in a com¬ 
plexity of stock and security ownership and interrelation¬ 
ship of business and operating transactions. The situation 
appears to have had led to confusion and to financial 
embarrassments, arid finally the four corporations to¬ 
gether with their controlling stockholders, join in the 
appointment of a reorganization committee. This com¬ 
mittee determines that the solution of their difficulties 


lies in the consolidation of all the four companies 
into one corporate entity. To bring about this result 
the reorganization committee, together with the four 
corporations and their controlling stockholders, enter 
into a written agreement of consolidation, the general terms 
of which provided that all the assets of each of the operat- 
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ing companies be inventoried, appraised, and! valued, and 
that all of such assets be thrown together into| a single ag¬ 
gregate of physical assets valued in accordance!with the ap¬ 
praisal; that the stock and security holders of the three 
operating companies deposit their stock and securities with 
the reorganization committee and receive; in exchange 

131 from such committee the stock of the reorganized con¬ 
solidated company. In carrying this purpose into 

effect the reorganization committee selected the charter of 
one of the operating companies; caused it to be modified 
and amended in such manner as to accommodate it to the 
requirements of the consolidated enterprise. jThen, when 
substantially all the stock and securities of the three operat¬ 
ing companies had been deposited with the committee, the 
stock of the consolidated company was caused ^o be issued, 
deposited with the reorganization committee and by such 
committee distributed to the depositing stock ^nd security 
owners, thus bringing into existence an entirely new cor¬ 
porate enterprise. The fact that the reorganization com¬ 
mittee chose to make use of the charter of one of the old 
operating companies after having procured its modification 
and amendment, can not be interpreted to mean that the 
reorganized enterprise was simply a continuation of the for¬ 
mer operating company whose charter was amended and 
used, nor can it defeat the purpose of the reorganization in 
effecting its intent to bring into existence a ngw corporate 
enterprise. Compare Yazoo $ Mississippi Valley Railway 
Co. v. Adams, 180 U. S. 1. j 

I am of the opinion, under the circumstances Shown in the 
record of this case, that the reorganized and Consolidated 
Reading Hardware Company acquired, in 1911,1 a new grant 
of corporate franchise, separate and distinct from the entity 
formerlv existing under that name, and that the assets of 
all of the companies constituting the reorganized corporate 
entity were paid in for stock upon the values fixed by the 
appraisal of such assets and accepted by the reor- 

132 ganization committee and the controlling owners of 
all of said companies, and that for the purpose of 

this action the computation of invested capital must start 
with the asset values paid in for stock of the consolidated 
enterprise. 


i 
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Now, October 10, 1928, t he foregoing findings of fact and 
opinion certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Cleric U. S. Board of Tax Appeals. 


133 United States Board of Tax Appeals, Washington. 

Docket No. 5059. 

Reading Hardware Company*, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order of Redetermination . 

In his deficiency notice mailed to the taxpayer April 24, 
1925, the Commissioner determined deficiencies for the 
years 1916, 1918, and 1920, and overassessments for the 
years 1917 and 1919. In its petition the taxpayer alleged 
that the taxes in controversy were for the years 1917, 1918, 
1919, and 1920. Petitioner did not contest the deficiency for 
the year 1916. The Commissioner's plea in bar to the tax¬ 
payer’s petition for a redetermination as to the year 1917, 
upon the ground that the Board was without jurisdiction to 
make a determination for that year, was sustained in the 
opinion promulgated June 15, 1927. In its opinion the 
Board in deciding the issue presented held that if there had 
been included in invested capital two items of $28,000, rep¬ 
resenting 280 shares of preferred stock of the petitioner, 
and $52,211.25, representing Consolidated Hardware Com¬ 
pany’s bonds, these items should be excluded as capital as¬ 
sets in computing petitioner’s invested capital for the tax¬ 
able vears. The record before the Board at the time it ren- 
% 

dered its opinion was not sufficiently clear to show whether 
or not these items had been excluded from invested capital. 

Pursuant to the Board’s findings of fact and opinion, the 
Commissioner filed a recomputation of the tax liability for 
the years involved and reduced the invested capital thereto¬ 
fore determined by him for the taxable years by these two 
items. The petitioner filed its recomputation of the tax lia- 
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bility claiming that those two items had, prior to the taxable 
years, been eliminated as capital assets and therefore had 
never been included in invested capital for the taxable years 
either by the taxpayer in making its returns or by the Com¬ 
missioner in his determination on which this proceeding is 
based. The taxpayer also moved that the Boat’d enter an 
order dismissing the proceeding insofar as it relates to the 
year 1919 for lack of jurisdiction for the reason that the 
Commissioner had determined an overassessment for that 
year; that this overassessment did not result from a denial 
by the Commissioner in whole or in part of any claim for 
the abatement of assessments made prior to the mailing of 
the deficiency notice, but resulted from the Oompiissioner’s 
determination that the tax shown by petitioner upon its re¬ 
turn for this year, plus additional tax previously assessed 
as deficiencies after full and complete hearing, exceeded the 
correct tax liability for the vear. i 

134 Upon hearing the parties in support of their re¬ 
spective proposed redeterminations and jrecomputa- 
tions and upon petitioner’s motion to dismiss asito the year 
1919 for lack of jurisdiction, the petitioner has sljiown to the 
satisfaction of the Board, first, that the two items of $28,000 
“280 shares Beading Hardware Company’s, preferred 
stock,” and $52,211.25 “Consolidated Hardware Company’s 
bonds” were eliminated as assets upon taxpayer’s books 
prior to the taxable years and were not therefore included in 
invested capital by either the taxpayer in its r el urn or by 
the Commissioner in his original determination upon which 
this proceeding is based; secondly, that the overassessment 
of $1,310.54 determined by the Commissioner in his original 
deficiency notice was the result of his determination that 
the amount of tax shown by the petitioner upon jits return, 
plus amounts of additional tax previously assessed as de¬ 
ficiencies for this year, exceeded the correct tax liability for 
the vear. 

Wherefore, in consideration of the premises, it is 
Ordered and decided that this proceeding insofar as it 
relates to the years 1917 and 1919 be and the same hereby 
is dismissed for lack of jurisdiction to make a redetermina¬ 
tion of the Commissioner’s determination of overassess¬ 
ments for those years. It is further 

i 

6—4853a i 
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Ordered and decided that there are deficiencies of $4,- 
969.27 for the year 1918 and $32,93S.77 for the vear 1920. 
Enter. 

(Signed) B. H. LITTLETON, 

Member U. S. Board of Tax Appeals. 

Entered Dec. 31, 1927. 

Now, October 10, 1928, the foregoing order of redetermi¬ 
nation certified from the record as a true copv. 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

A true copy.—Teste: 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

135 Filed Nov. 8, 1927, United States Board of Tax 

Appeals. 

United States Board of Tax Appeals. 

Docket No. 5059. 

Reading Hardware Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Notice of Settlement. 

The annexed proposed alternative redetermination will 
be presented to the Board of Tax Appeals for settlement 
on-. 

This notice of proposed alternative redetermination is 
submitted in accordance with the decision of the Board 
without prejudice to the Commissioner’s rights to contest 
the correctness of the decision pursuant to the statute in 
such cases made and provided. 

: C. M. CHARE ST, 

General Counsel Bureau of Internal Revenue. 

Of Counsel: 

JULIAN G. GIBBS, 

Special Attorney, 

Bureau of Internal Revenue. 

(Here follow diagrams marked pages 136, 137, 138, 139, 

140, and 141.) 
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In res Reading Hardware e^veny. 
Heading, Pennsylvania.- 

Docket Ro. 5059, 


a s 1 7.. 

Ret income disclosed by office letter 
dated August 27, 1925 

Invested capital as sho-TOby above- 
mentioned office letter * 

Adds Capital stock erroneously reduced 
(Decision of Board of ‘-fax Appeals) 


$346,937*17 

i 

| 

1*312,592*02 

I 

I 500,000,00 


Total 


$1*812.592.02 


Least Reductions in surplus in accordance 

with decision of Board of Tax Appeals £240,831.73 
Goodwill * 500,000.00 i 

280 shares Reading Preferred stock 28,000,00 
Consolidated Hardware Company Bonds 52.211^5 821 . 042.98 


Adjusted invested capital 


$ 1991,549.04 


Computation of 2ax. 


of invested capital 
Exemption 
Total deduction 


Taxable at 



45;» 

oO/o 


Amount 

$76,323.93 

49,577.45 

49,577.45 

79,323.92 

21,725.99 


■Total profits tax 


I $69 ,406,43 

3.000.00 
*■ 1 

$72,406.4? 

! • <. 


$19,264.79 

12,394.36 

17,352.11 

35,695.76 

13.055.59 

$93,742.61 


Ko. 4853, Heading Hardware Company ,) 

▼s. Appellant, j Page Ho*/^£ 
Commissioner of Internal Revenue. ) 
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from the original bound volume 




Heading Hardware Company. Statement. 

3rou jlit forward 

Income Tax* 


Set income $348,937 *17 

Deduct: Excess profits tax 93*742*61 

Taxable at 2 & and 4>a $255,194•'56 

Tax at 2^ 

Tax at 4)£ 

Total tax liability 
Previously assessed: 

Original r!arch 1918, Account 12760771 #65,974.74 
Additional April 1921, Page '98, Line'3 22,189.22 
Additional March 1924, Edge 2, 

Line 2,'Spl. #9 1.672.78 

Deficiency in tax 

19 18 

* 4 

Set income, disclosed in sixty-day 
letter dated.April 24, 1925 

Invested Capital. 


$93,742.61 


5,103.89 

% 

10.207.78 

$109,054.28 


89*836.74 
$ 19,217.54 


$151,752.28 


Invested caultal disclosed in sixty-day 

letter dated April .24, 1925 1,544,982.02 

Add: Adjustment per loss, (See revised 

tax letter dated August 27, 1925) _ 44,298.91 


Total $1*589,260.93 

Less: Eet adjustment in asset values in 
accordance -with, decision of United 
States 3oe.rd of Tax Appeals $321,042.98 • 


Adjustment per prior year tax pro¬ 
ration. $109,054.28 prorated 
200 days $59,755.76 

Deduction 50-day 

letter -48.598.16 11*157,60 _ 332,200.58 

Adjusted invested capital $1,257,080.35 


So. 4853. Heading Hardware Company, 

va. ^Appellant 
Commissioner pf Internal Revenue. 
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Reading Hardware Company* 


Statement* 


Computation of Excess 4- War Profits Credits* 
Excess Profits Credit. 


»>. of invested capital 


§100,566.43 


Exemption 

Total excess profits credit 


3.000.C 


§1013,556*43 


War Profits Credit* 


10 ^ of.invested capital 


§126,708.03 


Exeootion 


5.000*00 


Total war profits credit 


'>128,708.03 


Ex cess Profits Tax* 


Net income 


§151,752.28 


Credit 


Balance taxable at 3 Of 0 
Tax at 3Q£ 


§ 48,185*85 


$14,455*76 


7/ar Profits Tax. 


Set income 


§151,752.28 


Least War nrofits credit 


Balance 


§ 23,044.25 


Tax at 80;* 


$ 18,435.40 


Less: Excess nrofits tax 


Total war and excess profits tax 


Income Tax. 


5Tet inoome 


§151,752.28 


§131,316.88 


318,435.40 


Less: Profits tax §18,435.40 

Exemption 2.000.00 

Balance 

Tax at 12£ 

Total tax liability 


So* 4855* Heading Hardware Company* 

T». Appellant» 
Commissioner of Internal Rerenuo* 


,758.03 


,193.43 
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Reading Farina re Compaq. 


Statement. 


Brought forte rd 


$34,193.43 


Previously assessed: 


Criminal April 1919, Account 402543 
Additional September 1920^ Page 63, 
Line 0 

Additional April 1921 
Total 

Overs ssessnent allowed 


$30,375.53 

2,025.14 

20.957.65 

$53,869.33 

29.934.80 


assessment 




Ueficioncy in 



$10,258.90 


19 19 

I7et income sboun in sixty-day letter 


$180,792.56'- 


Invested Capital. 


Invested capital as disclosed by 
sixty-day letter 


1,520,302.84 


Add: Adjustment per loss 


44.298.91 


2ote 1 


$1,664,601.75 


Less: Ket adjustment in asset values 
in accordance trite. United States 
Board of ±’eX Appeals decision $321,042.98 

Adjustment per prior year taxes: 

Correct tax liability 

1917 >109,054.28 

i,boun in sixty** 

day letter 88.591.55 20,352.53 

1916 tax pro ration 

34,193.43 X .4225 14,450.14 

Previously deducted 10.400.52 4.049.52 345,455.13 


Adjusted invested cc'tital 

Excess Profits Credit. 


& of invested capital 
exemption 

Total profits credit 


$1,319,146.62 


$105,531.73 


3.000.00 

$108,531.73 


Ifo. 4653* x 

Heading Hardware Company,, 
va. Appellant, , 
Commissioner of Internal . 
Revenue. } 
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from the original bound volume 



Heading Hardware Company* 


Statement 



Net income 
Less: Credit 
Balance 
Tax at ZOjb 


Computation of '^ax. 

$180,792.56 
108.551.75 
$ 72,260.83 


Income Tax. 


Net income $180,792.56 

Less: Profits tax $14,452.17 

2xenrption ’* 2.000.00 _ 16.452.17 

Balance subject to tax at 10jS $154,340.39 



$14,452.17 


i 

i 

i 


Tax at lOfc 

Total tax liability 

Previously assessed: 


16.434.04 

i 

$30,886.21 

i 

i 


Original, March. 1920, Account $4&516 $20,158.95 

Additional April 1921, Page 98, L. 5 6,871.30 

Additional Hsgr 1924, Page 35, L. 9 829.85 27.660.10 

Deficiency in tax $ 3,026.11 


19 2 0 


Net income disclosed in sixDy-day letter 


$595,911.69 


Invested Capital. 


Invested capital as shotm in 
sixty-day letter 

Less: Adjustment m asset value in 
accordance vritb United States 
Board of Tex Anneals 
Adjustment for 3)917 tax 
Adjustment for 1918 tax 
(34,193.43 - 24,610.86) 

1919 tax nrorated 
30,886.21 x .4214 13,015.45 

Deducted 60-day letter 11.187.44 

Adjusted invested capital 


1,775,829.19 

i 

i 

$521,042.98 

20,362.63 

9,582.57 

1.828.01 352.816.19- 

$1,423,013.00 


£o* 4853* iteadlog Hgrdvart Company;) 

Tie iWlDUati ) 
Cojaaiteionex at XaUrail RiV«w« } 


/*£() 
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Statement* 


Seeding HardsmrA Conpeny. -6- 

Excess Profits Credit. 

8 £> of invested capital 

Exemption 

Total credit 

Coamt at ion of Tax. 


^ of Capital Income Credit 


Balance 


Bate 


20 

B&lanoe 

♦ 

Totals 


$284,602.60 $116,841.04 $167,761.56 20 

511.309.09 ‘ . 311.509.09 40 


$595,911.69 


$479,070.65 


$113,841.04 

5.000.00 

$116,841.04 


Tax 

$ 33,552.31 
124.523.64 

$158,075.95 


Income Tax. 


Bet income 


Least Interest TJ. S. 

obligations $1,473.43 
Excess profits tax 158,075.95 
Exemption 2.000.00 


Balance subject to tax at 10> 
Tax at lO'i 
Total tax liability 
Previously assessed 
Deficiency in tax 


$595,911.69 




$434,362.31 


,. A 5brfS*i23L 

$201,512.18 
165.850.13 
$ 37,682.05 


fa*, October 10, l9S6,**the 
from the record as a true copy* 


settlement oe*tl£li|d 



ClOik, u. S. fidardof Tat Appeals. 


Bo. 4653* Heading Hardware Company, 


TU 


Commissioner of Internal 


• Appellant 
nal Heyenue« 


Ho. /V/ 
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Filed Dee. 6, 1927. 

i 

United States Board of Tax Appeals.; 

Docket No. 5059. j 

Appeal of Reading Hardware Company. 
Alternative Proposed Redeterminatiom 

The Petitioner, Reading Hardware Company, without 
prejudice to its right to contest the correctness jof the de¬ 
cision of the Board of Tax Appeals heretofore rendered 
herein, herewith submits the annexed alternative proposed 
redetermination to he presented for settlement at hearing 
on Thursday, December 15, 1927, at 9:30 o’clock A. M., 
the day and hour fixed by notice for such settlement. 

READING HARDWARE COMPANY, 

By H. F. KANTNER, ! 

Its Attorney . 


143 Reading Hardware Co. 

Computation of Income Tax in Accordance with B. T. A . 

Decision Dated June 15, 1927. 

Additional tax. 

1917 . $11,140.17 

1918 . I 4,969.27 

1919 .... ; 1,757.95 

1920 . 32,938.77 

i 

Total . $50,806.16 

144 Reading Hardware Co. 

Computation of Income Tax in Accordance with B. T. A . 

Decision Dated June 15, 1927. 

Year 1917. 

Schedule 8—Invested Capital. 


Capital Stock . $1,561,058.33 

Surplus . 249,956.17 

Reserves . j 4,862.57 

$1,815,877.07 

i 


Total 













84 


READING HARDWARE CO. VS. COMMR. OF INT. REV. 


Less: 1916 Tax . 3,285.03 

Goodwill Disallowed . 500,000.00 

1911 Surplus Disallowed. 240,831.73 

Total Deductions . 744,116.78 

1917 Invested Capital. $1,071,760.29 


Schedule 8a —Corrected Surplus. 


Surplus per Books. $198,110.49 

Land Deprec. Disallowed. 7,546.77 

Kevstone Hdwe. Co. Loss. 44,298.91 


Corrected Surplus . $249,956.17 


145 Reading Hardware Co. 

Year 1917. 

Schedule 9—Excess Profits Tax. 

Deduction, 7% $75,023.22 

Exemption . 3,000.00 

Total credit . $78,023.22 


Tax @ 20%.. 
“ “ 25%.. 

“ “ 35%.. 

“ “ 45%.. 


Taxes. 

$16,548.16 
13,397.00 
18,755.80 
36,448.70 


Total Excess Profits Tax. $85,149.66 


Schedule 10—Income and Profits Tax. 


Taxable Net Income. $348,937.17 

Less: Excess Profits Tax. 85,149.66 


Bal. Taxable @ 20%... 263,787 51 

Bal. “ @ 4%. 263,787.51 
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Tax. 


Excess Profits Tax. $85,149.66 

Tax @2% . ! 5,275.75 

Tax @ 4%. 10,551.50 


Total Tax Liability. $100,976.91 

Tax Previously Assessed. 189,836 74 



Schedule 15—Invested Capital. 


Capital Stock . $1,538,058.33 

Surplus (Deficit) . 145,873.54 

Reserves . i 4,862.57 

i 


Total Beg. of Year. 

Less: Adjustment for 1917 taxes 

1918 Invested Capital .... 


1,397,047.36 
155,329.79 

i 

$1,341,717.57 


Schedule 15a—Corrected Surplus. 


Surplus per Books. $143,120.76 

Land Deprec. Disallowed. i 7,546.77 

Original 1916 tax paid. j 3,276.80 

Keystone Hdwe. Co. Loss. 44,298.91 


Total . 198,243.24 

Less: Corrected 1916 Tax. j 3,285.05 

Goodwill Disallowed . 100,000.00 

1911 Surplus Disallowed. 240,831.73 

Total Deductions . $344,116.78 

Corrected Surplus (Deficit). 145,873 54 
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147 Year 1918. 

Schedule 16—Excess & War Profits Credit. 


Net Taxable Income. $151,752.28 

Invested Capital for year. 1,341,717.57 


Excess Profits Credit. 

8% of Invested Capital. 

Exemption . 

Excess Profits Credit. 


$107,337.40 
3,000.00 

$110,337.40 


War Profits Credit. 


10% of Invested Capital. $134,171.75 

Exemption . 3,000.00 

War Profits Credit. $137,171.75 


Schedule 17—Computation of Taxes. 
Excess Profits Tax 


Net Taxable Income. $151,752.28 

Less: Excess Profits Credit. 110,337.40 

Balance @ 30%. 41,414.88 

Amount of Excess Profits Tax. 12,424.46 


148 l 7 ear 1918. 

Schedule 17—War Profits Tax. 


Net Taxable Income. $151,752.28 

Less: War Profits Credit. 137,171.75 

Balance @ 80%. $14,580.53 

Amount of War Profits Tax. 11,664.42 





















87 


READING HARDWARE CO. VS. COMMR. OF INT. REV. 

I 

Income Tax. I 


Net Taxable Income. $151,752.28 

Less: War & Excess Profits Tax. 112,424.46 

Exemption . ! 2,000.00 

Total Deduction . j 14,424.46 

Bal. Taxable @ 12%. 137,327.82 


Income Tax . 116,479.34 

Excess Profits Tax. 112,424.46 


Total Tax Liability. $28,903.80 

Less: Net Previously Assessed. | 23,934.53 

Additional Tax.-. j $4,969.27 


149 Year 1919. ! 

I 

Schedule 22—Invested Capital. 


Capital Stock . . 
Surplus (Deficit) 
Reserves. 


$1,534,058.33 
! 95,952.97 
| 4,862.57 


Total Beg. of year. $1,^42,967.93 

Less: Adjustment 1918 Taxes. 12,214.82 

Dividends & Stock Paid. ,23,539.60 


Total Deductions . ,35,754.42 

1919 Invested Capital. $1,407,213.51 

i 

Schedule 23—Corrected Surplus. 

Surplus per Books. $171,793.91 

Land Deprec. Disallowed. j 7,546.77 

Original 1916 Tax Paid. j 3,276.80 

Original 1917 Tax Paid. 65,974.74 

Excess of War Chest. 548.50 


249,140.72 


Total 
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Less: Corrected 1916 Tax. 3,285.05 

Corrected 1917 Tax. 100,976.91 

1911 Surplus Disallowed. 240,831.73 


Total Deductions 


345,093.69 


Corrected Surplus (Deficit) 


95,952.97 


Computation of Stock & Dividends Paid. 

Available 1M. out of 
Total. earnings. surplus. 

4/1/10. $65,250.00 $24,006.50 $31,242.50 

150 Year 1919. 

Schedule 24—Computation of Tax. 


Adjust. 


275 days 


$23,530.60 


Net Taxable Income. $180,792.56 

Invested Capital for year. 1,407,213.51 


Excess Profits Credit. 


8% of Invested Capital. $112,577.08 

Exemption . 3,000.00 

Excess Profits Credit. $115,577.08 

Excess Profits Tax. 

Net Taxable Income. $180,792.56 

Less: Credit . 115,577.08 

Balance @ 20%. 65,215.48 

Amount of Excess Profits Tax. $13,043.10 
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151 Year 1919. j 

Schedule 24—(Continued). j 

I 

Income Tax. 


I 

Net Taxable Income. $180,792.56 

Less: Excess Profits Tax. 13,043.10 

Exemption . j 2,000.00 

Total Deduction . 15,043.10 

Balance Taxable @ 10%. 165,749.46 


Income Tax . $16,j374.95 

Excess Profits Tax. j 13,043.10 

Total Tax Liability . 129,618.05 

Less: Tax Previously Assessed. i27,860.10 

Additional Tax . I $1,757 95 


152 Year 1920. 

Schedule 29—Invested Capital. 


Capital Stock . $1,489,058.33 

Surplus. 115,685.79 

Reserve for Bad Debts. j 4,862.57 

Reserve for Fed. Taxes. 120,000.00 

i 

Total Beg. of year. $1,529,606.69 

Less: 1919 Tax Adjustment. 12,481.05 

-! - 

$1,517,125.64 


i 

I 


i 

i 

i 


1920 Invested Capital 
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Schedule 30—Corrected Surplus. 

Surplus per Books. $282,008 44 

Land Deprec. Disallowed. 7,546.77 

Original 1916 Tax Paid. 3,276.80 

Original 1917 Tax Paid. 65,974 74 

Original 1918 Tax Paid. 30,876.53 

Total .. 389,683.28 

Less: Corrected 1916 Tax. 3,285.05 

Corrected 1917 Tax. 100,976 91 

Corrected 1918 Tax. 28,903 80 

1911 Surplus Disallowed. 240,831.73 

Total Deductions .. 373,997.49 

Corrected Surplus . $15,685.79 

153 Year 1920. 

Schedule 31—Computation of Tax. 

Xet Taxable Income. $595,911.69 

Invested Capital for year. 1,517,125.64 


Excess Profits Credit and Tax. 

8% of Invested Capital. $121,370.05 

Exemption . 3,000 00 

Total Credit . $124,370.05 

Tax @ 20%. $35,811,021 

Tax @20% . 116,994 62 

Total Excess Profits Tax. $152,805.64 
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j 

j 

Income Tax. 


i 

Net Taxable Income. $595,911.69 

* i 


Less: U. S. Int. Exempt. | 1,473.43 

Excess Profits Tax. 1512,805.64 

Exemption . I 2,000.00 

— - - 

Total Deductions . 156,379.07 


Balance Taxable @10%. $439,632.62 


Income Tax . $43,963.26 

Excess Profits Tax. 152,805.64 


Total Tax Liability . 196,768.90 

Less: Tax Previously Assessed. 163,830.13 

* i 7 


Additional Tax. $32,938.77 


Now, October 10, 1928, the foregoing alternative pro¬ 
posed redetermination certified from the record; as a true 
copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
154 Index. 

i 

Direct. Cross. Redirect, j Recross. 

J. Dean Kitchen. 13 26 

i 

i 
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| 

| 
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i 


Petitioner’s Exhibit No. 1 
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155 Filed Jan. 20, 1928. 

United States Board of Tax Appeals. 

Docket No. 5059. 

In the Matter of 

Reading Hardware Company, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

Reporter’s Minntes. 

Hearing at Washington, I). C., on the 15th day of December, 

1927, at 2:00 o’clock p. m. 

The above entitled cause came on for hearing on this the 
15th day of December, A. I)., 1927, before the Honorable 
B. II. Littleton, Member of the United States Board of Tax 
Appeals, at Washington, I). C., pursuant to notice of hearing 
heretofore given, whereupon the following proceedings 
were had and testimony heard, to-wit: 

Appearances: 

W. E. Barton, Esq., appearing on behalf of the peti¬ 
tioner. 

156 Julian G. Gibbs, Esq. (C. M. Charest, Esq., General 
Counsel, Bureau of Internal Revenue), appearing on 
behalf of the Commissioner of Internal Revenue, respon¬ 
dent. 

Proceedings. 

i 

The Member: Are you ready to proceed with the hearing 
of the Reading Hardware Company? 

Mr. Gibbs: Yes, If your Honor please, on behalf of the 
Commissioner we filed a recomputation to the Board. The 
taxpayer has tiled an alternative recomputation under the 
Board’s decision and as I understand, inasmuch as his new 
recomputation is disputing certain matters set up in the 
Commissioner’s recomputation, the burden will be upon the 
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I 
I 

taxpayer to proceed. Is that: a fact, or is the burden upon 
the Commissioner? 

The Member: It is not a question of the burden of proof, 
but the question of finding out the differences between you. 

Mr. Gibbs: I might state that in his recomputation he has 
excluded from invested capital two items appearing on page 
13 of the Board’s decision, namely, an item of $28^000 cov¬ 
ering 280 shares of Reading preferred stock, and! an item 
$52,211.25 with respect to the Consolidated Hardware Com¬ 
pany bonds which figured into the computation ofj the tax. 

The Commissioner excluded that from invested capi- 
157 tal because there was nothing to show Heretofore it 
had been excluded. In the Board’s decision it is 
stated on page 28: 

“Suffice it to say, therefore, that in either eveiit an in¬ 
crease in invested capital would not arise as indicated by 
the foregoing general entry, and to the extent that proper 
elimination lias not been already made, invested capital 
should be adjusted accordingly.” 

There was nothing to show in accordance with the Board’s 
decision invested capital had been adjusted as set forth, and 
that subsequently these two items were excluded from in¬ 
vested capital. 

Mr. Barton: Those two items are referred to in that para¬ 
graph there. 

Mr. Gibbs: Those two items are referred to in that para¬ 
graph. I 


It further appears on page 29 of the decision as!follows: 

“Consistent with the foregoing, we must holdithat the 
additions to surplus of $28,000 and $52,211.25 set ijp as as¬ 
sets account of preferred stock of the petitioner and Read¬ 
ing bonds of the Consolidated Company respectively can¬ 
not be allowed as assets which would operate to increase the 
invested capital of the petitioner.” 

i 

Again a- page 33 of the last page of your Honor’s decision 
in this case, a further reference is again made to the 
158 subject of the invested capital, and reference is again 
made that the adjustment should be made t^ the ex¬ 
tent that adjustment had not already been made, j 
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Again I say on behalf of the Commissioner nothing is 
found in the record that those adjustments had been made 
to invested capital, and consequently were excluded in mak¬ 
ing up the statement which was submitted with the notice 
of settlement on behalf of the Commissioner in this case. 

Mr. Barton: If your Honor please, T did not participate in 
the original hearing in this case. In fact, I did not know 
anything about it until this morning, and your Honor gave 
us until two o’clock. 

Mr. Gibbs has correctly stated the differences, and, of 
course, we agree that the opinion requiring the elimination 
of these two items provided they have not already been elim¬ 
inated. The facts, however, which T think that we can sub¬ 
stantiate are that the petitioner made adjustments in its 
books so that the invested capital had been reduced to the 
extent of the $28,000 item and the $52,000 item, and, there¬ 
fore, the Commissioner in eliminating them again has dupli¬ 
cated the reduction. 

T want to ask Mr. 1 Kitchen to take the stand with reference 
to these two matters. 

The Member: T do not know whether that is a matter of 
technical proof or not. 

159 Mr. Barton: If your Honor please, it is my under¬ 
standing in this case that the sixtv-dav letter did not 
' *■ • 

eliminate these items from invested capital, but that the 
Board of its own motion stated that they should be thrown 
out of invested capital, and this was not raised either by 
the petitioner or the respondent, and, therefore, it came as 
a surprise to the petitioner, and there was no occasion for 
the petitioner offering proof at the original hearing that 
these items had been adjusted, and for that reason the rec¬ 
ord as it stands at this time does not show whether they have 
or not. 

The Member: But the petitioner came in and raised is¬ 
sues about the invested capital, and the duty was upon the 
Commissioner to prove the invested capital so these ques¬ 
tions were in issue, for the whole invested capital was in 
issue. 

Mr. Barton: Yes, but the sixty-day letter had allowed 
these as invested capital, and consequently the petitioner 
did not raise any issue with respect to invested capital, and 
it was not contemplated there was any necessity for intro¬ 
ducing proof as to the adjustment of these items, for it was 
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i 

not contemplated that these items would go out ofi invested 
capital. 

The Member: Yes, but you question the whole efficiency 
letter when you question part of it, and the wholq letter is 
in issue, and the whole question of invested capital 

160 was at issue before the Board. 

Mr. Barton: We understand from the last para¬ 
graph of your Honor’s opinion that we would have the 
privilege of showing whether these adjustments had been 
made, and that is what we wanted to do at this tim|e. 

The Member: Of course, there is nothing in the opinion 
that says they will be taken up as a matter of proof. 

Mr. Barton: That is true, your Honor, but the jCommis¬ 
sioner comes in here and makes some adjustments! 

The Member: Well, he said they had not be£n made. 
That is all I have permitted him to do. 

Mr. Barton: The fact is he has made them. 

Mr. Gibbs: I do not like to interrupt you, Mr. Barton, in 
your argument, but I do not see that the Commissioner had 
made them in the sixty-day letter. The fact is I think that 
the sixtv-dav letter will show nothing on that particular 
question. 

Mr. Barton: Neither side raised the question, but the 
Board did of its own motion. 

The Member: If you are undertaking to go back into the 
original books of the taxpayer and introduce new evidence, 
I do not think I should hear it. 

161 Mr. Barton: If the Board will hold that the burden 
of proof is on the Commissioner to show that lie has 

not, we will not make any objection, but if the burden of 
proof is on us, after the Commissioner has come in and 
thrown them out twice, to show they have already been 
thrown out, then we must have some privilege of bringing to 
the attention of the Board this is correct, and I do not see 
how under these conditions we can defeat or prevent the 
Commissioner from taking it out twice, unless we can show 
your Honor that he has taken it out twice. That is what he 
has done. If the burden is on him, I will not take up any 
more time, and let him prove that he has not done that. 

Mr. Gibbs: I submit that the Commissioner has only taken 
it out once, and that is a mere statement on his part, and 
we say that we onlv took it out in accordance With vour 

ft i » 

i 

| 

i 

i 

i 

j 

j 
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Honor’s decision. We also claim that the burden of proof 
if at all, for the purposes of this settlement here is iden¬ 
tical as in the original case, the burden of proof being upon 
the petitioner, and it is likewise upon the taxpayer to show 
that such adjustment was not made as he claims was made. 
If, if I understand him correctly, he says that the adjust¬ 
ment was made, and if we have taken it out again, it will 
have the effect of taking it out twice. 

The Member: If it was not taken out in the deficiency 
letter, it should be taken out here. 

162 Mr. Barton: I admit that absolutely that it should 

be taken out now, and I want to show that they have 

alreadv taken it out, and then I want to show that they 
• ' 

have taken it out again, and I do not know how I can show 

that unless I put someone on the stand. This is not an 

ordinarv situation for the Commissioner in his sixtv-dav 
•• • 

letter has made a deduction in the invested capital of these 
two amounts, or, if these petitioner had come before the 
Board and had failed to introduce evidence on those speci¬ 
fic points, then he could not come here at this time and ask 
that evidence be introduced because he would have neg¬ 
lected to introduce it at the original hearing, but here the 
situation is one in which the Board of its own motion in 
the opinion, and for the first time raises the issue that 
these should be eliminated. 

The Member: Xo, the Board did not do that. You said 
that the Commissioner erred in the elimination of $500,- 
000 which should lie restored in determining invested capi¬ 
tal for 1917,1918, 1919 and 1920. 

Mr. Barton: That was the only specific issue raised. 
The Member: And in order to decide that we had to go 
through the entire reorganization from beginning to end, 
and make the estimates and adjustments, and so the entire 
invested capital was in issue under that one assignment of 
error, for we had to take this reorganization from 

163 the beginning and go on down through the taxable 
years, and, of course, these items were directly in 

issue, and they had to be in order to decide that question. 
If that had not been true I would not have written the opin¬ 
ion I did. 

Mr. Barton: I understand that assignment of error to 
raise the issue only with respect to the $500,000 item of 
good will. 



97 


READING HARDWARE CO. VS. COMMR. OF INT. REV. 

The Member: Of course, with that question, only, I could 
have disposed of the case very easily, but, in order to de¬ 
termine the merits of the claim, I had to go through and 
determine all of the reorganization steps, and pjrobablv I 
made a mistake about trying to do that, or, I should have 
just decided the case on the basis of the $500,000; item and 
nothing else. On page 20 T said: 

| 

“Before considering the other point raised, we find it 
necessary to go beyond the pleadings and consider the real 
issue in the case. An issue not raised either in the pe-tion 
or in the answer of the Commissioner, but one oh account 
of which almost the entire evidence was presented, and one 
which is fundamental in a determination of the petitioner’s 
invested capital, viz., the amount of the surplus lor deficit 
at the time good will was increased by $500,000,1 which in 
turn involved the effect on invested capital of a; financial 
reorganization in 1911.” 

j 

Now, at the trial of this case the whole; evidence 
1C>4 was directed to that, the material points about this 
reorganization, so the burden was directly on the 
taxpayer, and he should have proven all these adjustments 
at that time, and he did not do it. Now, the briefs filed in 
the case stated the invested capital of the taxpayer for 
1917 and subsequent years must be based on the amount of 
the capital stock of the Reading Hardware Company is¬ 
sued by it on reorganization in 1911 subject only to proper 
additions and deductions for later years. Of course, on 
reorganization all of these adjustments would necessarily 
have to be made, and T could not find anywhere ip the rec¬ 
ord the specific evidence that there had been any deduc¬ 
tion inclusive or exclusive on account of these very items, 
and all I could do was to direct the Commissioner to make 
a recomputation in accordance with this opinion. 

Mr. Barton: Of course, as I said, T did not participate in 
this hearing, but it appeared to me that your Honor loft 
this Question open in the last paragraph of the opinion. 

The Member: T did that in the hope that the |Commis¬ 
sioner would do justice in the computation, which I have 
no doubt he has tried to do. What I should have done prob¬ 
ably on the record was just to decide everything against 

7—4853a j 
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the taxpayer for lie did not have any evidence, and that is 
what I was inclined to do, but by working* it out and di¬ 
recting the Commissioner to make these adjustments 
165 T thought maybe the taxpayer would get some good 
out of it. 


Mr. Barton: Your Honor will then rule we have not any 
right to introduce any new evidence to show that the Com¬ 
missioner has erred in deducting these items twice from in¬ 


vested capital. 

Mr. Gibbs: T object to that statement, your Honor, in so 
far as it says that the Commissioner did that twice, for 
there is nothing in the record that he did it twice. That is 
a mere statement of counsel, and while I do not like to be 
captious, 1 do not like for that to appear in the record. 

Mr. Barton: T just want a ruling, that is all. 

The Member: f have not ruled one way or the other. I 
am merely saying that in reply to your statement, that these 
matters were not in issue, I say they were very much in 
issue. 


Mr. Barton: Of course, T did not try the case, and hur¬ 
riedly looking at the petition T did not understand they 
were. I did not know what figures were introduced. 

The Member: Of course if the elimination had been made 
when the Commissioner prepared his computation under 
the sixty-day notice, they ought not to be made again, and 
if thev were not made, tliev should be. The Commissioner 
says they were not made before, and he made them since. 
Xow, if the taxpayer says they were made somewhere back 
in its books before the case got to the Commissioner, that 
is another matter, and T do not know whether I 
166 should go back and retrv this case. 

Mr. Barton: 1 should not want your Honor to do 
that, and I did not have in mind taking up more than ten or 
fifteen minutes at most, and as a matter of fact one of these 
items, the $52,000 item is alreadv in the record, and I mav 
call vour Honor’s attention to that. 

The Member: Go ahead and introduce the proof, and I 
will consider it. 

Mr. Barton: I thought I would put the accountant on the 
stand to develop it. 

The Member: You can put anybody on the stand that you 
want to to bring out whatever information you have. 
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Mr. Gibbs: For the p: :poses of the record, to save time, 
and not to make objections later on, it may be Understood 
that the Commissioner objei Is to any further evidence being 
taken in the case at this time, subject to your Honor’s 
ruling. 

The Member: Yes. 

Mr. Gibbs: And may we have an exception? 

The Member: You object to whatever testimony that he 
may introduce. 

Mr. Gibbs: Yes, sir. \ 

The Member: The record will show the objection, and 
that it is overruled, and exception is noted. 


167 Thereupon J. Dean Kitchen, called as a witness for 
and on behalf of the petitioner, having been first duly 

sworn, was examined and testified as follows: 

i 

Direct examination. 

I 

Bv Mr. Barton: i 

| 

Q. Will you please state your name? Aj J. Dean 
Kitchen. « j 

Q. Where do you live? A. Reading, Pennsylvania. 

Q. What business are you engaged in? A\ Resident 
manager, certified public accountant for a firm at Philadel¬ 
phia. 

Q. What firm is that? A. Horace P. Griffith land Com- 
pany. ^ . j . 

Q. Have you you had anything to do with the income tax 
case of the Reading Hardware Company of Reading, Penn- 
svlvania ? A. I have. 

• j 

Q. And in connection with the appeal before the Board 
of Tax Appeals? A. Yes, sir. 

Q. You have audited the books of this company; 

168 you have inspected the books? A. I inspected the 
books for tax purposes, and for the hearing before 

the Board at the time it was held. 

Q. T hand you here the taxpayer’s Exhibit Xol. 4, which 
was introduced at the original hearing, and I will ask you 
to turn to the fourth page from the last in the book. 


Mr. Gibbs: At this point, may I ask, Mr. Barton, if that 
book was.introduced at the hearing as an exhibit, and if the 
entire book was filed as an exhibit, or only certain pages. 
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Mr. Barton: I do not know anvlhing about that. 

The Witness: Mav I answer that. The exhibit covered 

* 

the entire book, all of the pages, but only this (indicated) 
was used at the original hearing. 

The Member: is that exhibit Xo. 4? 

The Witness: Yes, sir, these are the general entries, 
Profit and Loss Account. 

The Member: This record does not show the record page 
on which the exhibit is filed. 'This is filed and marked Ex¬ 
hibit Xo. 4. 

The Witness: Yes, sir 

The Member: And it was introduced in the original case 
and withdrawn. 

Mr. Barton: Xo, sir, we got it down stairs a moment 
ago. 


Bv Mr. Barton: 

1G9 Q. Mr. Kitchen, referring to the fourth page from 

the last of Exhibit marked Xo. 4, I will ask vou if 

' • 

there is any entry there in the amount of $52,211.25? A. 
Yes, under date of December MaMIi, 1911. 

Q. What entry was made? A. Why the cross entry here 
shows that the same item was charged to securities and 
then it represents the Consolidated Hardware Company 
bonds that had been previously set up as an asset in securi¬ 
ties. 


The Member: Mark that page so it may be identified. (To 
the witness:) That is the profit and loss account, is it? 
The Witness: Yes, sir. 

Q. Profit and Loss account for what year? A. 1911. 

Q. Mark that Page A. 


Bv Mr. Barton: 

Q. When the original entry was made,—I do not refer 
to this answer, but originally, what entry was made with 
respect to these securities? A. Why, the orginal entry- 

The Member (interrupting): You are still testifying 
from the books ? 

The Witness: Xo, sir. I do not have that sheet here. 
I am testifying from a copy, and from memory. 
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170 Bv Mr. Barton : 

I 

Q. You have got that in your book here? 

A. That is right. j 

Mr. Gibbs: As l understand, vou are still testifying with 

7 • V O 

reference to the $52,000 item? 

The Witness: Yes, sir. It is in the Journal, Journal En¬ 
try of date of August 31, 1911. 

The Member: Mark that page B. 

Bv Mr. Barton: 

%/ 

Q. How does that entry read? A. Why there is a credit 
to Profit and Loss of a total of $200,907.44, and there is a 
debit to the security account composed of several items. 
Shall I give these details ? 

Q. Refer specifically to the one that we have! in issue 
here. A. There is a debit of $52,211.25. j 

Q. And there are other charges on there ? A. | There is 
$28,000 here. j 

Q. You need not read them, but indicate how much the 
total is. A. The total is $200,907.44. May I inject some¬ 
thing there. That same entry is in there. 

Q. That is the entry that the Board refers to in 

171 its opinion? A. Yes, sir, that is what is $et up as 
an asset. 

Q. Now, refer again to the page just marked A, jwhat was 
the effect of the entry there in crediting securities and 
charging Profit and Loss? A. Why, in that particular in¬ 
stance involving $52,211.25 the entry was made on Decem¬ 
ber 30, 1911, and it offset the previous credit set! up for a 
like amount in the surplus or profit and loss account. 

Q. Now, this account on page A is designated las what ? 
A. Profit and Loss. 

Q. I will ask you whether or not that entry was carried 
into surplus of the taxpayer at a later date? A.j The net 
balance of that account was closed into surplus account on 
May 31, 1912. j 

The Member: Mark that page C. (To the witness:) 
That is the surplus account, isn’t it? A. Yes, sir.! 
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Bv Mr. Barton: 

Q. I will ask you whether or not the profit and loss ac¬ 
count so designated on page A represents a true profit and 
loss account, or did it have a combination of profit and loss 
and capital items ? 

Mr. Gibbs: Just a moment. 1 object to the question. 
I think the book should speak for itself. 

172 The Member: lie can state what his opinion about 
it is. if he is an accountant and I understand he is. 
Of course, I will look at the book and see what that page 
shows. 


A. Why, the account of profit and loss shows from Janu¬ 
ary 1 to December 31 there of 1911 includes capital items 
and it includes income items and expense items and vari¬ 
ous other journal entries. It is not exactly all profit and 
loss. It shows that at that time they did not have a sepa¬ 
rate capital account. They used the profit and loss account 
for these profit and loss entries, and also for the putting 
on of surplus accounts because the balance of the account 
is then subsequently charged to surplus account. 

O. 1 will ask von whether the effect of this entrv here 

• • 

of charging profit and loss $52,211.25, and the later entry of 
carrying the profit and loss balance over to the surplus 
account has the same effect as if the $52,211.25 item had 
been charged to surplus in the first instance? A. It has 
identically the same effect, because the working out gave 
you the same net results as if you had used some other 
account. 

Q. So, the surplus of the books of the taxpayer at the 
beginning of the year. May 31, 1912, had been reduced to 
the extent of $52,211.25. A. May I have that question 
again? 

173 (Thereupon the reporter read the pending ques¬ 
tion.) 


A. The surplus had been reduced by $52,211.25. 

Q. And there was no subsequent adjustment on the books 
of the company with reference to this item after that date 1 * 
A. No. 
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The Member: Do yoiuknow of your own knowledge? 

The Witness: From what I have seen on the ijooks. I 
have gone through them very thoroughly. I was Igoing to 
answer it this way, if 1 might, 1 was going to sa>|, no, be¬ 
cause the entry we have just been talking about wiped out 
the asset entry, and T could say no and so far as aijy subse¬ 
quent entry, it was not set up on the books again for it 
never varied. 

Q. In other words, this was a correction entry of a previ¬ 
ous error? A. The entry was to correct an asset that had 
been erroneously set up. 

Q. Now, Mr. Kitchen, with reference to the $28,000 which 
the Commissioner in his motion for redetermination seeks 
to eliminate, have you the books that reflect this trans¬ 
action? A. I do not have the original book or the entry 
because T thought it was here with these exhibits^ and we 
looked and found that was not here. 

Q. Do you have a transcript of that? A. |I have a 

174 transcript of that. j 

Q. When did you make that transcript? A. When 
I was working on this case originallv. 

Q. Don’t you have a date on that paper there? ;A. Well, 
that is not dated. I was working on it in 1924 and 1925. 

Q. Was that before the original hearing was held? A. 
Yes, because I had to use some of these old entries here. 

Mr. Barton: We do not have, if your Honor plegse, I do 
not believe the original book. Mr. Gibbs has stated that he 
would make no objection to our introducing this with the 
privilege of examining the original book, and for us to send 
down the original book right away. 

Mr. Gibbs: That is true, but since the subsequent de¬ 
velopment at the hearing of this contested settlement, I 
would like to qualify that, or, rather, make it subject to 
my original objection. 

Mr. Barton: That is your exception. 

Mr. Gibbs: Yes, my original objection. 

The Member: You will not waive any of your rights by 
this testimony going in under your original objection. You 
have no objection to his testifying about this? 

Mr. Gibbs: About this, subject to him sending Jiis book 
in, no. " j 

175 The Member: Very well. 
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Bv Mr. Barton: 

Q. Now, Mr. Kitchen, 1 believe in petitioner's Exhibit 
4, the hook that you have before you, there is a page that 
contains the original set up of this $28,000 item, is there 
not—you have that page before you? A. I do. 

Q. it has already been marked paid to me? A. Yes, sir. 

Q. This page shows what in respect to the $28,000 item? 
A. Why, that $28,000 is part of the $200,907.44 which has 
been debited to Securities and credited to Profit and Loss 
account on August 31,1911. 

Q. Xow, this item that the Board stated should be elimi¬ 
nated from invested capital, it already had been eliminated, 
hadn't it? A. Yes, sir. 

Q. Xow, will you turn to your transcript on the books 
and state if any subsequent entry was made with respect 
to this item, and if so when! 


The Member: Before vou do that, tell me what book you 
are testifying from, the transcript of what book? 

The Witness: Of the General Ledger, transcript of the 
General Ledger. 

176 The Member: And that is the book that vou are eo- 
ing to bring in to verify these items? 

Mr. Barton: Yes, sir. 1 have not seen it, but he says 
that is the book. 


A. The latter part of 1916 the $28,000 was debited to 
preferred capital stock account, and the same amount was 
credited to securities account as a retirement of that 
amount of preferred stock so that the books did have that 
$28,000 reduction at the beginning of 1917. 

The Member: Did or did not ? 

The Witness: It did. The books had that deduction at 
the beginning of 1917. 

Bv Mr. Barton: 

* 

Q. In other words, the effect of this entry in 1917 was 
to correct the previous entry made in 1911 with respect to 
this item? A. It was from the data which I had before me. 
It was to write off that previous asset set up which has been 
stated before of a like amount. 
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Q. And that was deducted from on or before {January 1, 
1917? A. Yes, sir. ! 

The Member: It was not carried as an asset during the 

taxable vear 1917, or anv other rear. 

•' * * * 

The Witness: It was not carried as 1 would sav as 

i — 

17/ part of invested capital for any part of 1917 or any 
subsequent year. 

Q. Is this an exact copy of the book so far hs it goes? 
A. Well, I would not say it is an exact copy from the fact 
there is a number of endorsements on it. 

! 

Mr. Barton: I do not know whether your H(}nor would 
like to have this go in, or we would just send thelbook down 
there. 

The Member: You might let that go in, and then send the 
book in. 

Mr. Barton: We offer in evidence as petitioner’s Exhibit 
1 of this hearing the last half of the page headed, “Pre¬ 
ferred Capital Stock,” which reflects the adjustment made 
with reference to the $28,000 item. 

The Member: That will be marked petitioner’s Exhibit 
Xo. 1 and received subject to being checked against the 
original books when they arrive, and when the ledger con¬ 
cerning that matter is filed with the Board it will be re¬ 
ceived in evidence and marked taxpayer’s Exhibit No. 2. 

(Said paper so offered and received in evidence was 
marked “Petitioner’s Exhibit Xo. 1,” and made a part of 
this hearing. 


Bv Mr. Barton: 

* 

i 

178 Q. How soon can vou send them in? Ai 1 will try 
to get it off tomorrow. Unfortunately the! Treasurer 
has been sick. 

j 

Mr. Gibbs: In designating that last Exhibit that has just 
been identified, did you read from the caption of the tran¬ 
script, or did you just designate it by your own j wording? 

Mr. Barton: 1 said it was headed, “preferred capital 
stock.” That is what is on the paper. 

Mr. Gibbs: I just thought you were verge on; testifying 
vourself ? 
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Bv Mr. Barton: 

* 

Q. Mr. Kitchen, did you prepare the petitioner’s memo¬ 
randum of computation filed in this case, the redetermina¬ 
tion? A. The redetermination ? 

Q. Yes, the redetermination. A. Yes, sir, 1 did. 

Q. And in going: over this matter it is clear to you that 
the Commissioner has deducted these items in fact twice 
in his proposed computation of the tax ? A. Yes, in look¬ 
ing it over and comparing it it appears to me in each year, 
1917, 1918, 1919 and 19-0 that the Commissioner deducted 
the $28,000 and the $52,211.27) from invested capital when 

it had alreadv been reflected in the books before anv in- 

• • 

vested capital had ever been checked up by the Corn- 
179 missioner. 

Q. Then the effect of that was to deduct it twice? 
A. The effect was a double deduction. 


By the Member: 

Q. You mean by that when the Commissioner made his 

audit upon which his notice of deficiency involved in this 

case was mailed to the taxpayer on November 24th. 1925 

thev had alreadv eliminated those items from invested capi- 
• • * 

tab A. The invested capital which he had used at that 
time, having been taken from the taxpayer’s books, had 
already these two items eliminated, and all subsequent com¬ 
pulations made by the Commissioner has been on the same 
figures. In other words, as far as I know the Held agent has 
not ('becked up any other figures than the ones that they 
originally started with, which, of course, was the invested 
capital shown by the books which had these two items al¬ 
readv deducted. 

Q. May I ask one more question. You mean by that that 
when the Commissioner says there is nothing in his record 
to show that these eliminations had ever been made, that 
they were made before he made his last computation, and 
it was not necessary for him to make them, is that true? 
A. That is what I would say, yes, sir. 

Q. Were these items, this $28,000 and the $52,211.25, were 
they eliminated at the time that the taxpayer made 
180 his returns from invested capital? A. Yes, sir, hav¬ 
ing already been charged off on the books prior to 


1917. 
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The Member: You may go ahead. 

Mr. Barton: That is all. j 

I 

Cross-examination. 

| 

Bv Mr. Gibbs: | 

I 

Q. So that there is no wav I lake it that you can find 
out when you got the notice of deficiency in this!case, that 
the two items in question here had been taken into consid¬ 
eration one wav or tlie other bv the Commissioner, is that 
true, or, is my question clear? A. Well, it is not quite clear. 

Q. I merelv want to find out if there was anvl wav that 
you had knowledge of ascertaining at that time whether or 
not these two items had been considered bv the Revenue 

9/ 

Agent in making up his report, that is if you had any con¬ 
nection with each company at that time, or whether or not 
the Commissioner in figuring out the deficiency tax as the 
result of these transactions had or had not used them? A. 
Those two figures had never been at issue until this re- 
determination under the decision of the Board of Tax Ap¬ 
peals. Those two figures had never been brought tip before, 
and we had never had them under discussion. The Com¬ 
missioner through the Income Tax Unit and through 
181 the Field Unit had never raised those points. They 
just never had been brought up, and they never had 
been raised. In fact, the sixty-day letter did not have any¬ 
thing in it like that whatsoever. 

Q. Wouldn’t the computation accompanying ihe sixty- 

dav letter as well as anv other document which mav have 

• • 

come to you explain how this tax came about, and wouldn’t 
that reflect the starting point that the Revenue Agent had 
to start with? A. The sixty-day letter would sh<j>w the in¬ 
vested capital that the field agent or the examining agent 
had used. lie took the invested capital on the books. 

Q. From what? A. From the taxpayer’s booksi 

Q. For what date? A. For the beginning of fcacli year 
as shown by the taxpayer’s books. Now, he would have a 
lump sum don’t you see which would include capital stock 
outstanding and surplus. Now, the analysis of surplus or 
of capital stock outstanding was not under discussion in so 
far as these two items were concerned. That occurred so 
far before 1917 that the only thing under discussion was 
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whether the $500,000 should he C hided from surplus in 
adjusting- that good will item, or whether the Commissioner 
was correct in deducting- it from the capital stock 

182 outstanding. The analysis of surplus and capital 
stock outstanding which is your true capital stock 

was not brought up 'prior to the Board of Appeals hearing. 

Q. Well, do I understand you then to state that where 
the amount of $200,907.44 was taken into account, that that 
is a starting point by the Revenue Agent and by the Com¬ 
missioner and that included these two items, or whether or 
not he went back of these to this analysis of which vou speak 
for a starting point : if you know, did he take this invested 
capital here, or did lie go bad: to analyze what made up the 
$200,907.44, if you know? A. When they took the invested 
capital first they took the balance shown by the general 
ledger. 

Q. Which was what? A. You mean the total figures? 

Q. If you know. A. I can give that to you by referring 
to the data T had. There was a total of $1,551,058.33 that 
will check with your Commisisoner’s figures. 

Q. Do I understand that includes the $200,907.44? A. 
With the exclusion of the $28,000 and the $82,000. Pardon 
me, mav I offer a suggestion there? 

Q. You can go ahead with your testimony and state any¬ 
thing that you want. A. T was going to say that $1,- 

183 501.058.53 invested capital December 31, 1916, you 

will find used with the figures tliev started with awav 

* * • 

back when this case was first started. 

The Member: One of the difficulties T had with this case 
originally was T did not have the Commissioner’s deficiency 
notice containing the computation and I would like you to 
put that in now. 

Mr. Gibbs: We will submit that. 

The Member: I have the first page, but not the statement 
attached. 

The Witness: Tf he will take your T. D. letter dated 
April 24, 1925 he will see, December 31, 1916 invested capi¬ 
tal $1,561.058.35, and you have got it $1,061,058.33, and that 
is just $500,000 less than the books show outstanding capi¬ 
tal stock. 

Q. Your claim is the Revenue Agent took these figures 
from vour books as of that date? A. Yes, sir. 
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Q. And at that date these adjustments had heeii made on 
the hooks? .V. Yes, sir. 

Mr. Barton: That is capital stock and surplus.! 

Mr. Gibhs: That is all on that point, hut 1 woiild like to 
ask as to another matter. 

i 

i 

184 Bv Mr. Gibbs: 

* i 

Q. You have offered to submit a transcript of tlfe general 

ledger that vou will send in. Before vou came down here 
—• * • 

for the purpose of this hearing did you have that transcript 
as well as the transcript for use in connection with this 
hearing? A. Well, this accumulation of papers I; have had 
which were made up prior to the last Board of! Tax Ap¬ 
peals hearing, and outside of making the redetermination, 
that I made that from mv figures here, I have not hen in the 
Readings Hardware Company office I would say| since the 
first of last year, that is the first part of this yeaf*. 

Q. So you also I take it would have a transcript in that 
folder that you have which would correspond to Exhibit 
No. 4 which is also in evidence? A. Exhibit No. 4? 

Q. The one vou have before vou. .V. This is the onlv 
transcript I have. You see this is a condensed cbpy of the 
Exhibit No. 4. i 

Q. To state my question again, have you got with you or 
before you a transcript taken from that book? A. Of any 
special items? 

Q. As to what you have testified, or what is material to 
this case? A. Some of it I have a transcript of, yes. 

Q. What T have got in mind is you said you did not 

185 know that book was back in Reading, Pennsylvania. 

You said you thought it was down here, and conse¬ 
quently you did not bring it down here ? A. I can explain 
it this way. You see they have a loose-leaf ledger. These 
sheets were taken out of the ledger folder and brought down 
and placed in evidence, and the journal covers a part of 1910 
and a part of 1911, and a part of the capital stock!sheet and 
a part of the profit and loss sheet which is here. 

Q. You testified in the original case here ? A. Yes, sir. 

Q. And you testified from that book you have before you ? 
A. Yes, sir. 

Q. I take it it was not material for you to testify at that 
time on the original hearing anything with respect to the 


! 
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transcript there now either as t< which you are going to 
send in the original? A. Xo, sir, for these two points did 
not come up until the decision was rendered. 

Mr. (Jibbs: That is all, it' your Honor please. 

Mr. Barton: Does your Honor have any other questions 
to ask the witness? 

The Member: Xo, I have no further question. 

186 Mr. Barton: That is all of this witness. 

Witness excused. 

Mr. Gibbs: This is a copy of the sixty-dav letter which 
has accompanying it a copy of the computation attached as 
to which your Honor spoke. 

Mr. Barton: That will go in without objection. 

The Member: That will be received and filed as the defi¬ 
ciency letter. 

Mr. Barton: If your Honor please, T do not want to take 
any further time with respect to these two items. I am 
sure it will appear very clear to your Honor that if the 
Commissioner is permitted, as he proposes to do in his re¬ 
computation, to deduct these items, it will amount to a 
double deduction which is not correct. 

The Member: Let me ask, is there anv further difference 
between you in your computations except as to these two 
items. 

Mr. Barton: There is just this, not a matter of evidence, 
however. If your Honor please, the Commissioner filed a 
motion for a recomputation covering the deficiency from 
1917 to 1920 inclusive, and the petitioner filed a motion for 
a recomputation on tlie same years, and T want to call your 
Honor’s attention to the fact that the sixty-day letter 
showed an overassessment for 1917 in the amount 

187 of $1,145.90, and for 1919 the amount of $1,310.54, 
and I desire at this time to remind the Board that 

the Board lias no jurisdiction as to those two years because 
the sixty-day letter did not show a deficiency, but showed 
an over-assessment, and, for that reason we ask the Board 
to limit the period to cover the years 1918 and 1920, the 
other years being outside of the Board’s jurisdiction, and 
for that reason I move to withdraw the petitioner’s counter 
proposal insofar as it affects the years 1917 and 1919. 




I 
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The Member: There appears to have been som.0 jeopardy 
assessments in those vears that you have reference to. If 
that was the situation, the question of jurisdiction to cover 
the matter of proof, and it is too late now to thke up the 
question of jurisdiction if it is necessary to introduce proof 
about it. 

i 

Mr. Barton: Your Honor overrules the Commissioner on 

one of these years in the opinion as to the jurisdiction of 

the Board except insofar as the Board had the right to 

redetermine the taxes for 1917 in order to corrCctlv rede- 

%/ 

termine the tax for the subsequent years. 

(Thereupon after further discussion the hearing* of the 
above entitled cause was continued to December 21st., 1927, 
at 9:30 o’clock a. m.) 

Now, October 10, 1928, the foregoing minutes of hearing 
on December 15, 1927, certified from the record as a true 
copy. 

[Seal IT. S. Board of Tax Appeals, 1924.] 
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Clerk TJ. S. Board of Tax Appeals. 
Filed January 4, 1928. 

United States Board of Tax Appeals, j 
Docket No. 5059. j 

i 

In the Matter of 


Reading Hardware Company, Petitioner^ 


VS. ! 

| 

i 

Commissioner of Internal Revenue, Respondent. 

i 

Repo tier ’.<? Min ntes. 

I 

Hearing at Washington, D. C., on the 21st Day of December, 

1927, at 10:00 o’clock a. m. I 

i 

The above entitled cause came on for hearing o;n this the 
21st day of December, A. D., 1927, before the Hon. Ben- 

. i 

i 
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jamin IT. Littleton, Member oi* tl: United States Board of 
Tax Appeals, at Washington, D. C., pursuant to notice of 
hearing heretofore given; whereupon, the following pro¬ 
ceedings were had and testimony heard, to-wit: 

Appearances: 

W. E. Barton, Esq., appearing on behalf of the Peti¬ 
tioner; 

Julian J. Gibbs, Esq. (C. M. Oharest, Esq., General Coun¬ 
sel, Bureau of Internal Revenue), appearing on behalf of 
the Commissioner of Internal Revenue, Respondent. 

189 Proceed inqs. 

The Member: Reading Hardware Company, Xo. 5,059. 
You made a motion to—I had better get the file, so I can 
see just what it is all about. 

Mr. Barton: Yotir Honor, these were the ledger sheets 
that we wanted to file in lieu of the transcript the other day 
that was filed in evidence. 

Mr. Gibbs: Does vour Honor care to look over the file be- 
fore I make anv remarks? 

The Member: Xo, 1 know what it is about. 

Mr. Gibbs: We have no objection, of course, if those 
sheets are properly identified as coming from the book 
which was in question at that particular time. I did un¬ 
derstand that the book was to be submitted in evidence. 
Xow, it appears that there is no doubt of the transcript be¬ 
ing from that book, but I will feel obliged to object to the 
substitution for the time being, at least. 

The Member: For what reason? On the ground that vou 
want the whole book? 

Mr. Gibbs: On the ground, your Honor, that they have 
not been properly identified as coming from the book. 

Mr. Barton: I will let Mr. Kitchen testify that, if neces¬ 
sary. As a matter of fact, I asked them to send the whole 
book, but it is too large. 

The Member: \ don’t know what the effect of mtro- 

190 ducing one or two might have upon this question 
would be. It may be that those large sheets that are 

already in evidence as exhibit 4 are the only sheets which 
have any relation to these particular entries; I don’t know. 
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i 

i 

But the Commissioner apparently isn’t objecting on the 
ground that these sheets, together with the other sheets, 
don’t completely disclose the transaction, but on tjie ground 
that they haven’t been identified. So we can go ahead and 
identify them. 

Mr. Barton: Proceed at this time? 

The Member: Yes, sir. 

Mr. Barton: I want to call Mr. Kitchen back toithe stand 
at this time. 

Mr. Gibbs: I beg pardon, but T understand jthe tran¬ 
scribed sheets are entirelv off of the record? 

* 

The Member: No, they are on the record. 

i 

i 

Whereupon J. Dean Kitchen, a witness who iliad been 
previously sworn and had testified on behalf of! the peti¬ 
tioner, resumed the witness stand and was examined and 
testified as follows, to-wit: 

Direct examination. 

i 

By Mr. Barton: 

Q. Please state your name? A. J. Dead Kitchen. 
191 Q. Are you the same Mr. Kitchen that testified in 
this case on the 15th of this month? A. I am. 

Q. I hand you here four different sheets of paper and ask 
vou to state what thev are? A. One sheet of the Reading 
Hardware Company’s journal entries for the month of 
December, 1911, mainly journal entries involved in relation 
to the $28,000 and the $52,211.25, which are under discus¬ 
sion. 

Q. How is that sheet dated, Mr. Kitchen, in order that 
his Honor may be able to tell what you are talking about ? 
A. It is dated as of December 31, 1911. 

Q. 1911? A. Yes, sir. ! 

Q. What does the next sheet that you have th^re show, 
and what is the date of that sheet? A. Another; sheet of 
journal entries, Reading Hardware Company, dated De¬ 
cember 31, 1916. The entry therein referred to is the 
$28,000 transaction. Another sheet of the Reading Hard¬ 
ware Company. This is the general ledger account of the 
capital stock preferred account, covering the period from 

i 

; 

i 


8—4853a 
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September 1, 1910, down to July 31, 1919, showing the 
retirement of the $28,000 item under date of December 31, 
1916. Another general ledger sheet of the Reading Hard¬ 
ware Company, styled “Securities,” showing these 
192 same transaction-, or rather these transactions under 
discussion. 

Q. Mr. Kitchen, did you ever see these sheets of paper 
before ! A. Verv many times, ves, sir. 

Q. Where! A. In the ledger and in the journal books 
of the Reading Hardware Company. 

Q. How recently have you seen these before this morn¬ 
ing! A. I took them out of the large binder in which they 
are contained with numbers of other sheets, on Saturday, 
last Saturday it was. 

Q. That was the 17th? A. The 17th of this month, yes, 
sir. 

Q. The other day, as I recall, you testified to the effect 
that in 1916 $28,000 par value, preferred stock, which was 
issued in 1910, was retired; I will ask you if that is shown 
on any of these sheets of paper to which you have refer¬ 
ence? A. On the general ledger sheet, Reading Hardware 
Co., account entitled, “Capital Stock preferred,” on De¬ 
cember 31, 1916, a debit entry is made showing the retire¬ 
ment of preferred capital stock in the amount of $28,000. 

Q. What was the credit entry in that account ? What did 
the credit entry of that account show, before this 
193 debit of $28,000 was made? A. The original credit 
entry was $100,000, representing the additional 
amount of preferred capital stock. 

Q. Then does this show the balance of preferred stock 
as of the end of 1916? A. At $72,000. 

Q. I will ask you whether or not the $28,000 of preferred 
stock, which is shown on this sheet as having been retired 
December 31, 1916, represents the $28,000 of par value pre¬ 
ferred stock which was under discussion in the hearing on 
last Saturday? A. It does. 

Mr. Gibbs: A week ago, it wasn’t last Saturday. A. 
That is right. It wasn’t on the 15th. 

Q. Are there any other references on these sheets of 
paper to the $28,000 item? 
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i 

Tlie Member: Here are those sheets—exhibit 4, you 
mean ? 

Mr. Barton: Yes, sir. 

| 

Q. Are there any other entries with reference to the $28,- 
000 item? A. Yes, sir; .on the journal entry sheet dated 
December 51, 1916, a journal entry is made of $28,000, 
which retires that item as just formerly contained in the 
general ledger account. 

194 Q. In other words, the ledger entry is posted from 
the journal entry to which you have just! referred? 

A. Yes, the ledger entry is secured from the journal. 

Q. Now, a moment ago I asked you if this were the same 
$28,000 par value of preferred capital stock to! which we 
referred in the last hearing, and you said it was; now, I 
will ask you to turn to this page of exhibit No. 4^—1 believe 
that is what we offered on the loth—and find the page in 
that exhibit which shows that this $28,000 of .preferred 
stock originally was issued? A. Originally issued? 

Q. Yes, in 1910 or 1911, or whenever it was? A. The 
asset from which it was to be issued is shown in the journal 
entry under the heading of 4 ‘Securities.” This journal 
entry is marked page “B” in exhibit 4. That was marked 
page “B” in the 15th hearing-—that is, the December 15th 
hearing. 

Q. Does that entry show that $28,000 par value preferred 
stock was issued? A. No, sir; that journal entry wouldn’t 
necessarily prove that it was actually issued. The issuing 
of the stock and the sending up of the contemplated issue, 
were two different transactions. 

Q. Does that show it was proposed to be issued? A. It 
shows it was proposed to be issued, that was contem¬ 
plated. 

195 Q. Will you read that entry from that page —? A. 

All right. j 

Q. With reference to the preferred stock? A. iWhy, the 
entry is a credit to profit and loss, otherwise surplus, and 
a charge to securities, showing the details of 280 shares of 
Reading preferred stock, $28,000 asset. 

Q. So the fact is that, in 1910, pare value of preferred 
stock of $28,000 was issued for certain assets, and at the 
end of 1916 this preferred stock was retired in the amount 
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of $28,000 ? A. No, I would say that it was contemplated 
ot issue it, but that $28,000 worth of stock was held in the 
treasury, because the journal entry there on December 31, 
1916, that I have already read into the record, gives the 
explanation to cancel the treasury preferred stock, there 
being no particular reason for holding same. 

Q. In other words, the $28,000 never was issued? A. 
Never was issued, according to the explanation, attached 
to this journal entry. 

Q. According to these records, was this $28,000 pre¬ 
ferred stock included in the capital stock of the Heading 
Hardware Company as of January 1, 1917, or had it been 
retired prior to that date? A. By the books, you mean? 

Q. Yes, sir? A. It had been retired prior to Jan- 

196 uary 1, 1917, on the books of the corporation. 

By the Member: 

Q. Been eliminated as an asset, in other words? A. Y'es, 
sir; been eliminated as part of the invested capital. 

Bv Mr. Barton: 

* 

Q. I will ask you, Mr. Kitchen, if you made a computa¬ 
tion showing the deficiencies which are debited in Respond¬ 
ent’s account for the years 1918 and 1920? A. Y r ou mean 
in the re-determination? 

Q. Y"es, sir? A. For last week? 

Q. Yes, sir? A. Y r es, sir, I did. 

Q. With reference to 1918 and the deficiency of $4,969.27 
as shown, I will ask you if that is correct, based upon the 
Board’s decision? 

Mr. Gibbs: I object to that. 

Mr. Barton: Well, if you want to admit it, we won’t take 
up the time of- 

The Member: Y r ou said the respondent’s computation, 
do you mean the petitioner’s? 

Mr. Barton: The petitioner’s computations, yes, sir. 

Mr. Gibs: That is what you had reference to, the 

197 petitioner’s computations? 

Mr. Barton: Yes, sir. 
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Mr. Gibbs: I object to that on general principles. He 
thinks it might be correct, but there is nobody who can say 
it is correct until your Honor passes on it. 

The Member: I take it what you means is, the petitioner 
admits—that is, you state on behalf of the petitioner as 
its counsel that it admits the computation disclosed by its 
redetermination to be- 

Mr. Barton (interrupting): As set out there, j 

The Member (continuing): Corred- under its jtheory of 
Hie Board’s decision, by the elimination of those two items? 
Is that right? | 

Air. Barton: Yes, sir; I don’t care to have him testify 
to that. 

The Member: Of course, I will take that as being the 
petitioner’s view about it. 

Mr. Barton: All right. j 

The Member: I take it for granted the petitioner is will¬ 
ing to admit what is set out in the computation^. Is that 
all you have on these two items? 

Mr. Barton: Yes, sir; I think so. 

j 

By Mr. Barton: 

Q. Is there anything else on those sheets? A. No, I 
don’t think there is. The sheets are self-explanatory. 

198 Mr. Barton: All right, I think that is all. 

Mr. Gibbs: Have you introduced those j sheets in 
evidence ? 

Air. Barton: I want, at this time, to offer these sheets in 
evidence, being journal entries of the Reading Hardware 
Company for the month of as of December 31,1916; another 
being the journal entries of the Reading Hardware Com¬ 
pany for the month of December 31, 1911; another being 
capital stock preferred account, Reading Hardware Co., 
and the other the securities account of the Reading Hard¬ 
ware Company, which, as I recall, were to be marked peti¬ 
tioner’s exhibit No. 2, according to his Honor’s request at 
the last hearing. 

Mr. Gibbs: On behalf of the Commissioner, relative to 
the admission of the transcript of those sheets purporting 
to be taken from the journal entries spoken of—I don’t 
know whether my objection at the last meeting i$ sufficient 


i 
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to carry over, l>ut for the purpose of protecting the record 
I should like to renew that objection now, and the general 
objection to these sheets going in, or any further evidence 
which has been taken relative to the new evidence submitted 
in the case. I take the view that such evidence should have 
been taken and submitted at the time of the original hearing. 

The Member: Your objection then goes to the re- 

199 ceipt of these book records at this time? 

Mr. Gibbs: Yes, your Honor. 

The Member: On the ground that the taking of evidence 
under Rule 50 isn’t proper at this time? 

Mr. Gibbs: That is true, your Honor. 

The Member: The same ruling will apply now as 1 made 
before, that it be received and the record will show an ex¬ 
ception. 

Mr. Gibbs: Xow, your Honor, in order to protect the rec¬ 
ord, I feel it encumbent upon mo to make the specific objec¬ 
tion to the particular sheets going in, because the Commis¬ 
sioner has had no opportunity to examine the particular 
sheets, the other sheets, to see whether tliev mav have had 
other particular transactions in them. 

The Member: 'Well, you can make that examination now, 
if you want to. Of course T will undertake to determine 
what bearing they have got upon the particular points in¬ 
volved with reference to these two items, in connection with 
the information shown on exhibit 4, and if I find they have 
no bearing, or don’t disclose sufficient information, then I 
will take such action as I think ought to be taken in connec¬ 
tion with the computation of deficiencies under the Board’s 
decision. 

Mr. Gibbs: My purpose being merely to protect the rec¬ 
ord, in case it is decided later to appeal, and I note 

200 an exception. 

The Member: All right, I will overrule the ob¬ 
jection and the record will show the exception. 

(Said documents so offered and received in evidence 
marked “Petitioner’s Exhibit Xo. 2,” and made a part of 
this record.) 

The Member: Do you want to cross examine this witness 
on those items, before we get to this matter of the motion 
to dismiss? 

Mr. Gibbs: Yes, sir; I have just a few questions. 
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Cross-examination. 

By Mr. Gibbs: 

Q. Mr. Gibbs: You slated in your direction, I believe, that 
you looked at these sheets and took them out of the book on 
Saturday of last week? A. Yes, sir, I got those out of the 
regular binding. 

Q. When did you first examine the book from which these 
sheets were taken, the first lime you ever saw it? | A. Well, 
that was either in 1924—I would have to go back through my 
records lo find out when I did start work. It wag between 
1924, or the latter part of 1923 sometime. I think it was 
1924, as I recall now, when I took up this matter. ; 

Q. That is sufficient, if you feel that answers my purpose. 
Can you explain to us, Mr. Kitchen, what hearing, if 

201 any, the other sheets in this journal may have upon 
the particular sheets in question, which T have in my 

hand? A. T didn’t get that question? j 

Q. Can you explain what bearing, if any, the oilier sheets 
will have upon these particular sheets? A. The remaining 
sheets in the ledger? 

C' ! 

Q. Yes, sir? A. None, Mr. Gibbs, because thdse sheets 
are in themselves complete, with Ibis record here. 

The Member: Exhibit 4. A. Exhibit 4, already intro- 
duced into the evidence. In oilier words, those sheets came 
out of the same binder these sheets did. 

Q. I understand they came out of the same binder, all 
right, but what I am driving at is this: Is each sheet a com¬ 
plete transaction set up on the books, which would have no 
bearing to the other sheets ? In other words, are these sup¬ 
posed to be the complete profit and loss statement, or bal¬ 
ance sheet? A. Oh, no; your surplus and profit; and loss 
sheets are in here, in exhibit 4. You see, those sheets are in 
there, and the two sets of sheets were locked together. 

Q. So this sheet marked “Capital Stock” is supposed to 
reflect a summary of the capital stock transactions of the 
company for the year ended December 31, 1926? A. 

202 No, that is a journal entry sheet you are looking at. 
This is the summary of the capital stock account. 

Q. These two sheets really tie together, do they; not ? A. 
This journal entry goes into here, in to this account. 
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The Member: We had better mark those sheets. 

The Witness: There’s no page number on them. 

The Member: Let’s mark the sheets 1, 2, 3 and 4, and you 
can refer to sheet 1, and so on. Mark it with pencil. Desig¬ 
nate those 1, 2, 3 and 4, and explain what 1 is and 2 is and 
3 is, as you go along. 

The Witness: Let’s take the first that Mr. Barton called 
and make that 1. 

The Member: Well, explain what they are. It doesn’t 
make any difference to me. Take the first sheet and tell 
what that is, the one you are going to make 1. A. Journal 
entries for the month of December 31, 1911, I make that 
page 1: journal entries for the month of December 31, 1916, 
page 2: the ledger account, capital stock preferred, page 3; 
securities account on the general ledger, page 4. 


Bv Mr. Gibbs: 

Q. So that page No. 3 is really a summary of page No. 2, 

as you have made it for the purpose of the exhibit ? Is that 

correct? A. No, I wouldn't sav a summary, if I may 

• • • 

203 take exception to the use of that word, Mr. Gibbs, 
because- 

Q. That is what I understood you to say; that is why I 
used it. A. Because it is a summary of numerous entries 
from various pages, and you see this is from one page that 
is already in there, and this is from this page here. 

The Member: Don’t say “this” and “this.” A. Beg 
pardon. This is December 31,1916, a charge entry, $28,000. 
The Member: On page 2. A. On page 2. 


Bv Mr. Gibbs: 

•» 

Q. Page 2 of this exhibit that you have recently intro¬ 
duced? A. Yes, sir. 

Q. And not from exhibit 4? A. This entry- 

The Member: Don’t say “this.” 

A. I mean, the journal entry of $28,000 on page 2, goes 
with page 3. 

Bv Mr. Gibbs: 

* 

Q. That shows that the $28,000 was written off; is that 
correct? A. Yes, sir; in other words, page 2, the journal 
entry of the $28,000, shows the retirement. 
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204 Q. Will you point out to me on page 1 and page 4, 
where the $28,000 items tie up ? A. On page 1, the 
second journal entry, credited to securities account, $28,- 
000, posted as the first item on the credit side of page 4. 

Mr. Gibbs: That is all. 

The Member: Are vou ready to go ahead witli vour mo- 
lion to dismiss? j 

Mr. Barton: Yes, sir. 

(Witness Kitchen excused.) 


The Member: If I remember correctly, vou 
miss as to- 


•ve to dis- 


Mr. Barton: The years 1917 and 1919. 

The Member: 1917 and 1919? All right, on the ground 
the deficiency letter determines an overasses^ment for 
those years? 

Mr. Barton: Yes, sir. I want to offer in evidence, your 
Honor pl-ace, the registered letter of the Commissioner, 
dated April 28, 1923, addressed to the Reading Hardware 
Company, which letter shows for 1917 a proposed! deficiency 
of $1,672.78. Mr. Gibbs, I believe, has already j agreed to 
that. j 

Mr. Gibbs: There is no objection to that letter going in. 

The Member: It will be received as exhibit!3 at this 


hearing. 

^ i 

j 

205 (Said document so offered and received in evi¬ 
dence was marked “Petitioner’s Exhibit Njo. 3,” and 
made a part of this record.) 


Mr. Barton: That letter, your Honor, Petitioner’s ex¬ 
hibit 3, gives the petitioner the right to appeal within 
thirty days after April 28, 1923. \ 

The Member: That is what is known as a thirty day 
letter then. 

Mr. Barton: That is right. I also offer iri evidence 
at this time a copy of letter from the petitioner to the Com¬ 
missioner of Internal Revenue, dated May 26,11923, en¬ 
closing the appeal and exceptions of this company to the 
findings of the Commissioner, and to this letter^ or copy, 
is attached a copy of the petitioner’s appeal, j 
Mr. Gibbs: I have examined that letter and it; is a true 
copy and there will be no objection. 
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The Member: The letter and petition attached thereto 
will be made taxpayer’s exhibit 4 at this hearing.) 

(Said document so offered and received in evidence 
marked as ‘‘Petitioner’s Exhibit No. 4” and made a part 
of this record.) 

Mr. Barton: Now, your Honor, in this I desire to call your 
Honor’s attention as I go along to the effect that this pro¬ 
test, which is a part of exhibit No. 4, is a protest or appeal 
from the Commisisoner's letter dated April 28, 1923, 

206 which has been introduced and marked petitioner’s 
exhibit 3, and in this appeal exception is taken to 

the exceptions covering the year 1917 as well. 

I also offer in evidence at this time a copy of the pe¬ 
titioner's brief filed in support of that appeal with the 
Committee on Appeals and Review. That bears no date. 
I believe that there are some exhibits that are referred to 
in this, but T wasn’t able to get a copy of them as they 
can’t be located. 

Mr. Gibbs: As to that particular brief now, I have not 
been able to find a copy in the Commissioner’s file, and I 
guess 1 will have to object to this one. 

Mr. Barton: All right. I don’t think it makes much dif¬ 
ference ; I will withdraw it. 

I offer in evidence Commissioner’s letter, registered let¬ 
ter, dated October 26, 1923, addressed to the petitioner, to 
which is attached and which is offered at the same time, a 
copy of the findings of the Income Tax Unit transmitting 
the appeal to the Commission on Appeals and Review. 

Mr. Gibbs: Before that goes in, Mr. Barton. You say 
that was a registered letter sent to the taxpayer? I think 
that is supported by the record too, and there will be no 
objection. 

The Member: Addressed to the Reading Hardware Com¬ 
pany. That will be marked exhibit 5 of the taxpayer. 

207 (Said document so offered and received in evidence 
was marked “Petitioner’s Exhibit 5,” and made a 

part of this record.) 

Mr. Barton: I call vour Honor’s attention to the finding 
there, in which it is clearly shown that there was proposed 
for 1917 an addition- tax of $1,672.78. 
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I offer iii evidence at this lime another letter, a form 
letter, of January 5, 1924, addressed to the Reading Hard¬ 
ware Company, by the Chairman of the Committee on Ap¬ 
peals and Review, setting the case down for hearing on 
Thursday, February 14, 1924. That is the appeal taken 
from the Commissioner’s letter of April 28, 1923, that is 
introduced as petitioner’s exhibit Xo. 3. 

Mr. Gibbs: No objection. 

The Member: That will be received as petitioner’s ex¬ 
hibit 6. | 

i 

(Said document so offered and received ill evidence 
marked “Petitioner’s Exhibit Xo. 6,” and made a part of 
this record.) 


Mr. Barton: I offer in evidence letter signed by Charles 
D. Hamel, Chairman of the Committee on Appeals and Re¬ 
view, dated February 23, 1924, and addressed to! Harry F. 
Kantner, Reading, Pa., In Re; Reading Hardware Com¬ 
pany, transmitting the recommendations of the (pommittee 
on Appeals and Reviews—transmitting a copy of 
208 the recommendations of the Committee oh Appeals 
and Review to the Commissioner, said copy being 
dated February 21, 1924, and which is also offered as an 
exhibit on the part of the petitioner. 

Mr. Gibbs: Xo objection. 

The Member: Let that be received as exhibit 7. 

i 

i 

(Said document so offered and received in evidence was 
marked “Petitioner’s Exhibit Xo. 7,” and made ia part of 
this record.) 


Mr. Barton: I might call your Honor’s attention to the 
fact that, in this recommendation, reference is mhde to an 
oral hearing which was accorded to the representative of 
the taxpayer on February 14, 1923, and that the Income 
Tax Unit’s findings were sustained. j 

I next offer in evidence letter signed by J. G. Bright, 
Deputy Commissioner, dated March 4, 1924, addressed to 
the Reading Hardware Company, to which is attached a 
statement of the returns examined, and the resulting tax 
liability, which are likewise offered as a part of this letter, 
showing an additional tax for 1917 of $1,672.78. j 


i 

i 


I 


124 


HEADING HARDWARE CO. VS. COMMR. OF INT. REV. 


INIr. Gibbs: Xo objection to the letter going in. 

The Member: Let it be received as petitioner’s exhibit S. 

(The document so offered and received in evidence was 
marked “Petitioner’s Exhibit Xo. 8,” and made a part of 
this record.) 

209 Mr. Barton: Tills letter, I call your attention, was 
addressed to the taxpayer after the hearing by the 

Committee on Appeals and Review, and after the Income 
Tax Unit, with respect to the assessment of 1917, was sus¬ 
tained. 

The Member: This letter shows that this tax for 1917 is 
being assessed afterward? 

Mr. Barton: Yes, sir. I offer in evidence—I understand 
Mr. Gibbs is objecting—copy of letter from H. F. Kantner, 
the attorney of the taxpayer, to the President of the tax¬ 
payer, dated March 31, 1924. 

Mr. Gibbs: Well, I don’t know that I object to letting 
certain things go in that cover that particular letter, but 
that appears to be a letter from some one entirely foreign 
to any one connected with the Government, and for that 
reason I know nothing of the letter and will have to object 
to it as being immaterial to the issue involved. 

Mr. Barton: All right. We do not have a copy of the 
notice which the Comptroller sent, we couldn’t find it, but 
I offer in evidence the cancelled check of the Reading Hard¬ 
ware Company to the Collector of Internal Revenue for 
$1,672.78, said check being Xo. 52,958, and dated April 2, 
1924, the reverse side of which indicates it was additional 
tax for 1917. 

Mr. Gibbs: Xo objection. 

The Member: Let it be marked petitioner’s exhibit 9. 

210 (Said document so offered and received in evidence 
marked “Petitioner's exhibit Xo. 9,” and made a 

part of this record.) 

Mr. Barton: I offer in evidence copy of letter from the 
Deputy Commissioner to the Reading Hardware Company, 
dated April 11, 1924, with reference to the disallowance of 
certain claims for refund and abatement covering the years 
1916 to 1919, inclusive, that copy being stamped: “Original 
mailed to taxpayer.” 
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I 

Mr. Gibbs: There is no objection. j 

The Member: Let it be received as exhibit 10. j 

(Said document so offered and received in evidence 
marked “Petitioner’s Exhibit No. 10,” and madeja part of 
this record.) 

Mr. Barton: I call your attention, if your Honor please, 
to the fact that this letter now marked as “Petitioner’s 
Exhibit No. 10,” disallows the claim for refund of $20,- 
996.44 for the years 1916 to 1919, inclusive, and'; claim in 
abatement for $49,915.10 for the years 1917 to 1919, inclu¬ 
sive, said amounts being definitely referred to on! the first 
page of the statement, exhibit No. 3 of the y>etitioiier, same 
being letter of the Commissioner dated April 28, 1923, this 
letter of April 11, 1924, denying these claims because the 
returns show a tax—disclose a tax liability in excess of the 
amount assessed. ! 

211 In other words, if your Honor please, the claim in 
abatement and the claim for refund were filed prior 
to the writing of the letter of April 28, 1923, and in this 
letter an additional tax for 1917 of $1,672.78 was deter¬ 
mined by the Commissioner, and for that reason he dis¬ 
allowed the claims in the letter of April 11, 1924. j 

The Member: How about 1919? You do not show any¬ 
thing for 1919. 

Mr. Barton: I understood we were satisfied on; that the 
other day. According to the sixty day letter, thej original 
assessment was less than—the original assessment was 
more than the overassessment. 

The Member: The deficiency letter shows an original as¬ 
sessment of $20,158.75, additional assessment, 1921, of 
$6,871.30, and an additional assessment on May 24,1 page 35, 
line 9, $829.86, showing an overassessment altogether of 
$1,310.54. I said that there was nothing in the record to in¬ 
dicate the last assessment—showing that the last two as¬ 
sessment- were jeopardy assessments, and they probably 
ought to be considered as previous assessments under Sec. 
273 of the statute; and that, in that event, the additional 
assessment in April, 1921, would certainly have to be con¬ 
sidered as a previous assessment; and that being Hue, the 
tax assessed on the original return would be more than 
the correct tax liability. 
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212 Mr. Barton: In that event, the same situation is 
true with respect to 1919 and 1917. The appeal cov¬ 
ered everything, I mean both years, and I think the record 
is very clear that, after the Commissioner determined the 
additional tax in 1917 of $1,672.78 and $336.07 for 1919, the 
taxpayer took an appeal to the Committee on Appeals and 
Review, was given a hearing on that in February, 1924, and 
the tax was assessed shortly thereafter, and there was noth¬ 
ing in the record to show that any further protest was made. 
In other words, that was tlie assessment on which the Com¬ 
missioner—on which the taxpayer was given a hearing; 
and under those conditions, it seems to me it cannot he said 
that the Commissioner determined the deficiency after the 


1924 Act was enacted. 

The Member: What I mean is, those assessments for 
1917 and 1919 were made after a full hearing and action 
by the Committee on Appeals and Review, and that they 
ought to be treated as previous assessments. 

Mr. Barton: Yes, sir. The law gives the right of appeal 
to the Tax Board after the enactment of the 1924 Act, when 
the Commissioner determines a deficiency; and we submit, 
in this case, he didn’t determine a deficiency, but on the 
other hand an overassessment for the rears 1917 and 1919. 

The Member: Well, of course a deficiency means 
213 nothing more than an additional tax. When the 
Commissioner makes a jeopardy assessment, even if 
he makes it before June 2, 1924, and denies the claim for 
abatement afterward, you don’t treat that as a previous 
assessment, because that is the thing that gives rise to the 
correctness or incorrectness of his deficiency. Under the 
1926 Act, that is subject to review by the Board, but in this 
case of course we haven’t that situation. 

Mr. Barton: The claim in abatement, I call your Honor’s 
attention, was filed even prior to the time these additional 
taxes were proposed of $1,672 and $336 for 1917 to 1919, 
inclusive. 

The Member: Your position is, this letter of April 11, 
1924, was action on the claim for abatement filed for 1917? 

Mr. Barton: Yes, sir; and it seems to me that the action 
the Commissioner took thereafter was merely voluntary, 
and he found an overassessment, which would not entitle 
the taxpayer to take an appeal. 
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j 

The Member: Have vou anything? i 

Mr. Gibbs: There is nothing further on behalf of the 
Commissioner, no, sir. j 

(The above and foregoing are all of the proceedings had 
and testimonv heard in the hearing of the above entitled 
matter.) 


Now, October 10, 1928, the foregoing minutes of hearing 


on December 21, 1927, certified from the record 
copy. 


as a true 


[Seal U. S. Board of Tax Appeals, 1924.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 


214 Filed Jun. 13, 1928, United States Board of Tax 

Appeals. 

i 

In the Court of Appeals of the District of Columbia. 

No. —. | 

I 

Reading Hardware Company, Petitioner,! 

VS. \ 

Commissioner of Internal Revenue, Respondent. 

Petition for Review of Decision of the United States Board 

of Tax Appeals. 

i 

To the Honorable the Chief Justice and Associate Justices 

of the Court of Appeals of the District of Columbia: 

; 

Your Petitioner, Reading Hardware Company, is ag¬ 
grieved by a decision of the United States Board of Tax 
Appeals rendered against it on December 31, 1927, in the 
case of Reading Hardware Company vs. Commissioner of 
Internal Revenue, Number 5059 on the docket of the Board, 
and respectfully submits its petition for a review thereof by 
the Court of Appeals of the District of Columbia,! the par¬ 
ties having agreed that the review shall be in this; court as 
evidenced by stipulation filed with the Clerk of the Board. 
Jurisdiction of this Court is invoked under Section 1001 
and 1002 of the Revenue Act of 1926. 
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215 Statement of the Case. 

(1) The petitioner, Reading Hardware Company, re¬ 
ceived a notice of deficiency from the Commissioner of In- 

A' 

ternal Revenue, dated April 24,1925, for the years 1918 and 
1920, which also included a notice of over-assessment for 
the years 1917 and 1919 as follows: 


Year. Deficiency. Overassessment. 

1917 . $1,145.09 

1918 . $676.33 

1919 .. $1,310.54 

1920 . $19,900.11 


The petitioner appealed from the findings of the Commis¬ 
sioner of Internal Revenue for the years 1917, 1918, 1919 
and 1920, and filed its appeal with the Board of Tax Ap¬ 
peals on June 22, 1925, pursuant to Section 274 (a) of the 
Revenue Act of 1924. 

(2) In his notice of deficiency the respondent determined 
the invested capital of the petitioner for the years 1917 
to 1920, inclusive, as follows: 


1917 . $1,208,293 11 

1918 . $1,544,982.02 

1919 . $1,620,302 84 

1920 . $1,775,829.19 

216 (3) In its appeal filed with the Board of Tax Ap¬ 


peals, the petitioner made the following assignments 
of error: 

1. Exclusion of “ Goodwill” in the sum of $500,000.00, 
from capital stock outstanding; and inclusion of said good¬ 
will in surplus; for the purpose of computing invested capi¬ 
tal for years 1917, 1918, 1919 and 1920. 

2. Omission of item in the amount of $44,298.91, known as 
“Loss on Keystone Hardware Company stock,’’ when com¬ 
puting invested capital for years 1917 and 1918. 

3. Inclusion in surplus as a deduction therefrom, of the 
item of $44,298.91 known as “Loss on Keystone Hardware 
Company stock;” when computing invested capital for the 
year 1919. 
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4. Resultant tax computations for years 1917, 1918, 1919 
and 1920 as affected bv the foregoing. 

i 

The purport of the foregoing alignment of error Number 1 
was that said good will item of $500,000.00, when written off 
the books of the taxpayer, should be deducted front surplus 
instead of from capital stock, as was done by the respondent, 
and that if it were deducted from surplus, it would result 
in an operating deficit which would not have the 'effect of 
reducing the petitioner’s invested capital, as wasjdone by 
the respondent when he deducted it from capital stock. 

(4) The respondent filed his answer on jJuly 28, 

217 1925, and his plea and amended answer on November 
7,1925. In his plea, the respondent moved to dismiss 

the appeal for the year 1917 on the ground that the Board 
had no jurisdiction in the case of an over-assessnpent. In 
his amended answer, the respondent denied that the item of 
good will, in the amount of $500,000.00, referred to in peti¬ 
tioner’s first assignment of error, was erroneously ^excluded 
from the petitioner’s invested capital for the years 1918, 
1919 and 1920, and that the loss on Kevstone Hardware 
Company stock, in the amount of $44,298.91, referred to in 
petitioner’s second and third assignments of error, was er¬ 
roneously excluded from the invested capital of the peti¬ 
tioner for the years 1919 and 1920. The respondent ad¬ 
mitted. however, that said item of $44,298.91 was errone¬ 
ously excluded from petitioner’s invested capital for 1918. 

(5) The appeal was set down for hearing before the 
Board of Tax Appeals in Washington on November 24, 
1925. At the hearing counsel for the respondent admitted 
the remaining assignments of error of the petitioner with 
respect to the years 1918, 1919 and 1920, except Number 1, 
viz., the alleged error of the Commissioner in reducing the 
invested capital of the petitioner in the amount jof $500,- 
000.00, on account of eliminating an item of godd will in 
an equal amount. Pursuant to this confession of j error on 
the part of the respondent, the petitioner and the respond¬ 
ent entered into a stipulation that the invested capi- 

218 tal of the petitioner for the years, 1918,1919; and 1920 
was as follows, subject to the right of the petitioner 

to present its first assignment of error to the Board for 
decision as to whether the respondent erred in reducing its 

9—4853a I 
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invested capital in the amount of ' 100,000.00 on account of 
said item of good will: 

IMS..:... $1,590,798.26 

19* 9 . .. $1,667,779.79 

^-0. $1,779,853.50 

Statements were made in the record by counsel for the peti¬ 
tioner and counsel for the respondent that the only issue 
before the Board was whether the respondent erred in re¬ 
ducing the invested capital of the petitioner in the amount 
of $500,000.00 on account of said item of good will. 

(6) In support of said assignment of error reserved by 
the stipulation and statement of counsel, as aforesaid, the 
petitioner submitted the testimony of certain witnesses and 
certain documentarv evidence at the hearing before the 
Board on November 24, 1925, a summary of which follows. 

(7) The petitioner is a Pennsylvania corporation, 

219 organized in 1886, with an authorized capital stock 
of 6,500 shares of common stock and 2500 shares of 

preferred stock of the par value of $100.00 per share. Prior 
to a financial reorganization in 1911, hereinafter referred 
to, the Consolidated Hardware Company, a Delaware cor¬ 
poration, had acquired the 6,500 shares of common stock 
of the petitioner from its stockholders, for which the Con¬ 
solidated Hardware Company had issued its collateral trust 
bonds at the rate of $184.6154 per share, or an aggregate 
of said bonds of the face value of $1,200,000.00. These bonds 
are hereinafter referred to as ‘‘Reading Bonds” and were 
secured by a mortgage on said 6,500 shares of common stock 
of the petitioner. 

(8) Prior to said financial reorganization in 1911, the 
Consolidated Hardware Company acquired practically all 
of the preferred stock of the National Brass & Iron Works, 
for which it issued its collateral trust bonds at the rate of 
$50.00 per share. These bonds are hereinafter referred to 
as “Brass Bonds” and were secured by mortgage on the 
preferred stock of the National Brass & Tron Works, which 
was acquired by the Consolidated Hardware Company. 

(9) Prior to 1910, the Keystone Hardware Corn- 

220 pany was incorporated, and prior to the time of said 
financial reorganization in 1911, its plant was under 
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lease to the petitioner Tor a term of nine hundred and 
ninety-nine years. 

(10) At the time of said financial reorganization jin 1911, 
and prior thereto, some of the stockholders of the petitioner 
were also interested, through the ownership of stock;, securi¬ 
ties, or otherwise, in the Consolidated Hardware Company, 
the National Brass & Iron Works, and the Keystonie Hard¬ 
ware Company to the extent that there was a substantial 
community of interest in said four companies. 

(11) In March, 1910, a reorganization committee jwas ap¬ 
pointed by the Board of Directors of the petitioner! and on 
July 1, 1910, an agreement for the reorganization of the pe¬ 
titioner, the Consolidated Hardware Company, the Na¬ 
tional Brass & Iron Works, and the Keystone Hardware 
Company was entered into between the reorganization com¬ 
mittee of the petitioner and the holders of the sec unities of 
the other corporations. On May 1, 1911, a modified agree¬ 
ment was signed by these parties. 

221 (12) This agreement provided that the!present 

common stock of the par value of $050,000,010 of the 
petitioner should be increased to $1,600,000.00; that; of such 
increased capital stock, $1,200,000.00 thereof, or so much as 
was necessary, should be given to the depositing Heading 
bond holders, the basis of* the exchange being one share of 
the common stock of the petitioner of the par value of $100.- 
00 for each $100.00 of Beading bonds deposited by tile holder 
thereof; that of the remaining increased capital stocik, $350,- 
000.00 thereof, or so much as was necessary, should be given 
to the depositing Brass bond holders and the depositing pre¬ 
ferred stockholders of the National Brass & Iron Works, the 
basis of the exchange being one share of common istock of 
the petitioner of the par value of $100.00 for each and every 
$100.00 of Brass bonds or preferred stock of the National 
Brass & Tron Works deposited by the holders thereof; that 
of the remaining common stock of the petitioner, $50,000.00 
thereof, or so much as was necessary, should be given to the 
depositing stockholders of the Keystone Hardware Com¬ 
pany, the basis of the exchange being one share of jcommon 
stock of the petitioner of the par value of $100.00 for each 
$600.00 of stock of the Keystone Hardware Company de¬ 
posited by the holders thereof; and that any commbn stock 
of the petitioner remaining undistributed should remain in 
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the hands of the reorganization committee for sale or 
pledge, or for use by it otherwise under the terms of the 
i*eorga 11 i za t i on a greement. 

222 (13) At a meeting of the Board of Directors of 

the petitioner, held on July 20, 1911, a resolution 
was adopted recommending an increase of the common 
stock of the petitioner to $1,000,000.00, and the issuance 
of $100,000.00 of preferred stock to be exchanged for the 
outstanding preferred stock of the par value of $100,000.00. 
The resolution further provided that it was the intent to 
issue the additional common stock as a stock dividend on 


the basis of the surplus and reserve of the company, and 
that in order to do so it was necessary to have the surplus 
and reserve definitely ascertained for that purpose. With 
this end in view, the resolution provided that an indebt¬ 
edness of the petitioner to the Keystone Hardware Com¬ 
pany for rent should be reduced from $26,250.00 to $5,586.88, 
bearing the same ratio which the total stock of the Key- 
stone Hardware Company bore to the stock of said com¬ 
pany which had not been deposited with the reorganization 
committee. The resolution further provided that the same 
proportion of the property of the Keystone Hardware 
Company became the property of the petitioner, and that 
said property should be added to the assets of the peti¬ 
tioner in the amount of $39,358.33. It further declared that 
assets of the National Brass & Tron Works of the value of 


$59,400.00, under the plan belonged to the petitioner. The 
recommendation of the Board of Directors was approved 
by the stockholders of the petitioner on the same day, viz., 
on July 20, 1911. 

223 (14) On or about August 31, 1910, the Manufac¬ 

turers Appraisal Company had made an appraisal 
of the plant of the petitioner and that of the Keystone 
Hardware Company on the basis of reproduction new less 
estimated accrued depreciation, and the books of the peti¬ 
tioner were adjusted in conformity therewith, showing the 
properties of both plants. On September 26, 1911, the 
Board of Directors of the petitioner authorized said Manu¬ 
facturers Appraisal Company to extend said appraisal of 
its plant and that of the Keystone Hardware Company 
down to and including August 31, 1911, which was done. 
The appraisal so extended also included machinery, equip- 
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ment, supplies, etc., of the National Brass & Irop Works, 
which had been taken over by the petitioner. ;Said ad¬ 
justments were made on the books of the petitioner with 
the result that its surplus, as of August 31, 1911, \vas $899,- 
550.43, exclusive of capital stock outstanding of the par 
value of $750,000.00. j 

(15) On September 6,1911, a dividend of $897,000.00 was 
declared by the petitioner out of said surplus of $899,- 
550.43, payable in its stock, which said stock was distributed 
in accordance with the plan of reorganization outlined in 
paragraph (12), supra. 

224 (16) On March 12, 1912, the petitioner set up on 

its books a good will account of $500,000.00, and cred¬ 
ited surplus with a similar amount. On December 31, 1917, 
the sum of $400,000.00 was written off by debiting surplus 
and crediting good will, and later the balance of $100,- 
000.00 was written off by similar entries, and the account 
thereby closed. The petitioner included said item; of $500,- 
000.00 in invested capital for the years 1917 to 1920, inclu¬ 
sive, which the respondent eliminated therefrom. In doing 
so the respondent reduced the capital stock in thb amount 
of $500,000.00. ! 

(17) No oral arguments were made by counsel for the 
petitioner or the respondent before the Board. ! Permis¬ 
sion was given by the Board to file briefs on or before De¬ 
cember 31, 1925, which later was extended until i January 
15, 1926. The petitioner filed its brief on January 2, 1926 
and the respondent filed his brief on January 15, 1926. 
In his brief the respondent stated that the only issue be¬ 
fore the Board was whether the respondent erroneously 
eliminated said item of good will of $500,000.00 from the 
invested capital of the petitioner. The petitioner filed a 
reply brief on February 3, 1926. 

225 (IS) The Board promulgated its findings of fact 
and its opinion on June 15, 1927, in which it held 

that the appeal for 1917 should be dismissed for! want of 
jurisdiction. The Board further held that the respondent 
did not commit error in reducing the invested capital of 
the petitioner in the amount of $500,000.00 on account of 
said item of good will. Notwithstanding the amended 
answer of the respondent and the stipulation and the state¬ 
ments of counsel for the parties, the Board held that ad- 
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ditional items aggregating $321,012.98 should be deducted 
from the invested capital of the petitioner to the extent 
that adjustment already had not been made therefor. This 
amount included an item of $28,000.00—representing 280 
shares Heading preferred stock—and another item of $52,- 
211.25—representing $40,000.00 Consolidated Hardware 
Company bonds, (Reading Series)—being $40,500.00 of 
capital stock or ($1,200,000.00) $21,937.50 of $650,000.00 
common stock book value, $238.00 per share. In the de¬ 
ficiency notice, from which the petitioner appealed, the re¬ 
spondent allowed the foregoing items aggregating $321,- 
042.98 in the invested capital of the petitioner, with the 
exception of the two items of $28,000.00 and $52,211.25. 
In the stipulation entered into between the parties, and in 
the statements of counsel, it was admitted that said items 
aggregating $321,042.98 (minus said items of $28,000.00 
and $52,211.25) were properly included in the invested capi¬ 
tal of the petitioner. The opinion provided that judgment 

would be entered on thirtv da vs ’ notice under Rule 50. 

* *' 

(19) On November 8, 1927, the respondent filed a 
226 notice of settlement with the Board, in which he pro¬ 
posed certain deficiencies for the years 1917 to 1920, 
inclusive, based upon the invested capital of the petitioner 
as follows: 


1917 . $991,549.04 

1918 . $1,257,080.35 

1919 ..$1,319,146.62 

1920 .$1,423,013.00 


The deficiencies proposed by the respondent in his notice 
of settlement were based upon the elimination from the pe¬ 
titioner’s invested capital of $821,042.98, i. e. the sum of 
$321,042.98 and $500,000.00. The petitioner filed its alter¬ 
native proposed redetermination on December 6, 1927, in 
which it proposed deficiencies based upon invested capital 
as follows: 


1917 . .$1,071,760 29 

1918 . .$1,341,120 76 

1919 . .$1,407,213.51 

1920 ..$1,517,125.64 
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The deficiencies proposed by the petitioner were based upon 
the elimination from its invested capital of said lamount of 
$823,042.98 minus the two items of $28,000.00 and 

227 $52,211.25. j 

(20) The Hoard set the respondent’s! notice of 
settlement and the petitioner's alternative proposed re- 
determination down for hearing- at 9:30 A. M., on De¬ 
cember 15, 1927. The respondent’s notice of isettlement 
was predicated on the theory that said items of! $28,000.00 
and $52,211.25 were carried in petitioner’s assqt accounts 
and reflected in its surplus account, and, therefore, should 
be eliminated from its invested capital in accordance with 
the opinion of the Board. The alternative proposed re¬ 
determination of the petitioner was based on the theory 
that these items already had been written off! its books 
and its surplus reduced accordingly, and that |said items 
never had been included in the invested capital of the 
petitioner. At the hearing before the Board on December 
15, 1927, testimony was taken and certain books; of the pe¬ 
titioner were submitted, and oral argument was made, on 
the question of whether the books of the petitioner already 
had been properly adjusted by eliminating said* two items 
from its asset accounts and reducing its surplbs accord¬ 
ingly. Counsel for the petitioner also made a! motion to 
dismiss its appeal for the years 1917 and 1919 on the 
ground that the Board had no jurisdiction of said years 
due to the fact that the deficiency notice, from; which the 
petitioner appealed, disclosed over-assessments for said 
years. The hearing was continued until December 21,1927, 
at which time further evidence was submitted and oral ar¬ 
gument was made with respect to whether the books of 
the petitioner already had been properly adjusted 

228 by eliminating said items of $28,000.00; and $52,- 

211.25 from its asset accounts and reducing its sur¬ 
plus accordingly. In addition, certain documentary evi¬ 
dence was submitted and oral argument was made on the 
motion of the petitioner to dismiss its appeal fof* the years 
1917 and 1919. ~ I 

(21) On December 31, 1927, the Board entered an order 
of redetermination, in which it dismissed the appeal of the 
petitioner for the years 1917 and 1919 for lack of juris- 
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diction. The Board further found that said items of $28,- 
000.00 and $52,211.25 had been eliminated from the asset 
accounts of the petitioner and its surplus reduced accord¬ 
ingly prior to the taxable years involved in the appeal, 
and that said items were not included in the invested capi¬ 
tal of tiie petitioner either by the petitioner in its return 
or by the respondent in his definciency notice. 

(22) The following is a comparison of the invested capi¬ 
tal of the petitioner for the years 1918 and 1920, (1) as de¬ 
termined by the respondent in his deficiency notice; (2) as 
stipulated by counsel for the petitioner and the respond¬ 
ent, subject to thb Board’s passing on the sole issue of 
whether tlie respondent erred in eliminating $500,000.00 
from the invested capital of the petitioner on ac- 
229 count of an item of good will of equal amount; and 
(3) as finally determined by the Board: 


War. 


1918 

1920 


j 

Deficiency notice. 


$1,544,982.02 

$1,775,829.19 


Stipulation. 

$1,590,798.26 

$1,779,853.50 


Final determi¬ 
nation by Board. 


$1,341,717.57 
$1,517,125.64 


The following is a similar comparison of the deficiencies 
and over-assessments for said years: 


Final delermi- 

Year. Deficiency notice. Stipulation. nation by Board. 

1918. $676.33' $291.31= $4,969.27' 

1920. $19,900 11’ $19,697.29' $32,938.77' 


1 Deficiency. : Over-assessment. 


Assignments of Error. 


Your petitioner believes and avers that errors were com¬ 
mitted by the Board to its damage and prejudice as shown 
by the following: 

(1) The Board erred in deciding that the invested capi¬ 
tal of the petitioner for the years 1918 and 1920 was less 
than $1,544,982.02 and $1,775,829.19, respectively, which 
the respondent determined in his deficiency notice and 
from which the petitioner appealed. 

230 (2) The Board erred in redetermining deficien¬ 

cies of the petitioner for the years 1918 and 1920 in 







READING HARDWARE CO. VS; COMMR. OF INT. REV. 137 


excess of $676.33 and $19,900.11, respectively, which the 
respondent determined in his deficiency notice and from 
which the petitioner appealed. j 

(3) The Board erred in deciding that the invested capi¬ 
tal of the petitioner for the years 1918 and 192^) was less 
than $1,589,280.93 and $1,775,829.19, respectively, which 
the respondent admitted in ids amended answer j 

(4) The Board erred in deciding that the invested capi¬ 
tal of the petitioner for the years 1918 and 192(j) was less 
than $1,590,798.26 and $1,779,853.50, respectively, which 
counsel for the petitioner and the respondent stimulated to 
be the invested capital for said years subject to. the right 
of the Board to decide whether said respective^ amounts 
should be increased $500,000.00 on account of alleged error 
on the part of the respondent in adjusting an item of good 
will of equal amount. 

(5) The Board erred in redetermining a deficiency of 
any amount whatsoever for the year 1918, and a!deficiency 
in excess of $19,697.29 for the year 1920, the petitioner 
and the respondent having stipulated that there was an 
over-assessment for 1918 of $291.31 and a deficiency of 

$19,697.29 for 1920, subject to the right of |the Board 
231 to decide whether said over-assessment| for 1918 
should be further increased and said deficiency for 
1920 should be further decreased on account pf alleged 
error on the part of the respondent in reducing the in¬ 
vested capital of the petitioner for the years 1918 and 1920, 
respectively, in the amount of $500,000.00 in adjusting an 
item of good will of equal amount. 

(6) The Board erred in disregarding a stipulation filed 
by the parties, and statements made in open court at the 
hearing on November 24, 1925, by counsel for tlie parties, 
and also statement made by counsel for the respondent in 
his brief, limiting the hearing to one issue, vizi., whether 
the respondent erred in reducing the invested capital of 
the petitioner for the years 1918 and 1920 in the amount of 
$500,000.00, on account of an item of good will of equal 
amount. 

(7) The Board erred in deciding issues with |respect to 
the invested capital of the petitioner which were;not raised 
in the petition and/or answer and/or amended afiswer, viz., 
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the effect of a financial reorganization in 1911 on the in¬ 
vested capital of the petitioner for the years 1918 and 




(8) The Hoard erred in deciding issues which were 
not contemplated by the parties and which were 
deemed by the parties to he closed, viz., the effect of a finan¬ 
cial reorganization in 1911 on the invested capital of the 
petitioner for the years 1918 and 1920. 

(9) The Board erred in failing to limit its decision to the 
one question of whether the respondent erred in reducing 
the invested capital of the petitioner for the years 1918 and 
1920 in the amount of $500,000.00 on account of an adjust¬ 
ment of good will of equal amount. 

(10) The Board erred in holding that: “We find it neces¬ 

sary to go beyond the pleadings and consider the real issue 
in the case, an issue not raised either in the petition or in 
the answer by the Commissioner,” * * * and in so 

doing. 

(11) The Board erred in deciding that the petitioner, af¬ 
ter the financial reorganization in 1911, was the same cor¬ 
porate entity that it was prior to said time. 

(12) The Board erred in failing to hold that the assets of 
the Reading Hardware Company, the Consolidated Hard¬ 
ware Company, the National Brass and Iron Works, and 

the Keystone Hardware Company at their actual cash 
233 value were paid in for stock of the petitioner at the 
time of a financial reorganization in 1911, within the 
purview of Section 326 (a) (2) of the Revenue Act of 191S. 

Wherefore your petitioner prays that the decision of the 
Board of Tax Appeals, entered herein against it, he re¬ 
viewed and reversed by this Honorable Court and for such 
other and further relief as the court may deem meet and 
proper in the premises. 

READING HARDWARE COMPANY, 

Bv GEORGE J. HORST, 

P rest dent, Petit? one r. 
HARRY F. KANTNER, 

American Casualty Bid q., Readinq, Penna ., 

AY ALTER E. BARTON, 

Investment Buildinq, Washington , D. C. f 

Attorneys for Petitioner. 
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234 State of Pennsylvania, 

County of Berks, ss: 

! 

Harry F. Kaiitner, being first duly sworn, Reposes and 
says that lie is attorney for the petitioner; thait he knows 
the contents of the foregoing petition: that to the best of Ms 
knowledge and belief the statements therein arje true, and 
that the Assignments of Frror are well taken and intended 
to be argued. 

HARRY F. KAXTXFR. 

Subscribed and sworn to before me this 5th day of June, 
1928. ! * 

[seal.] B. W. HO MAX, 

Notary Public. 

My commission expires Mar. 7, 1929. 

i 

Xow, October 10, 1928, the foregoing petition! for review 
certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] j 

B. 1). GAM^LK, 

Clerk U. S. Board of Tax\ Ap peals. 

j 

235 Filed May 2, 1928, United States Board |of Tax Ap¬ 

peals. 

j 

United States Board of Tax Appeals: 

B. T. A. Docket Xo. 5059. 

Reading Hardware Company, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

. i 

Stipulation. 

i 

j 

It is hereby stipulated and agreed by and between the 
parties hereto, by their respective attorneys of record, that 
the decision of the Board of Tax Appeals in th|e above-en¬ 
titled cause may be reviewed by the Court of ; Appeals of 
the District of Columbia. j 

This stipulation, however, is entered into with the reser¬ 
vation on the part of the Commissioner of Internal Revenue 
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that it is stipulated with the unde: landing that it is not to 
be held to be a waiver of anv right which he mav have to 
raise the question of tlie jurisdiction of the Court of Ap¬ 
peals under the provisions of Section 283 (j) of the Revenue 
Act of 1926. • 

236 This agreement is filed pursuant to Section 1002 
(d) of the Revenue Act of 1926. 

WALTER E. BARTON, 

WALTER E. BARTON, 

Invest meat Building , Washington , I). (\, 

Attorney for Petitioner. 

C. M. CIIAREST, 

General Counsel . Bureau of Internal Revenue, 

Attorney for Respondent. 

Now, October 10, 1928, the foregoing stipulation certified 
from the record as a true copy. 

[Seal L. S. oard of Tax Appeals, 1924.] 

B. 1). GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

237 Filed Sep. 27, 1928, United States Board of Tax Ap¬ 

peals. 

In the Court of Appeals of the District of Columbia. 


B. T. A. Docket No. 5059. 


Reading Hardware Company, Petitioner, 


vs. 


Com mission eii 1 of Internal Revenue, Respondent. 


Joint Prcccipe. 

To the Clerk of the United States Board of Tax Appeals: 

You will please prepare and, within sixty days from the 
date of the filing of the Petition for Review and notice 
thereof in the above-stated case, transmit to the Clerk of the 
Court of Appeals of the District of Columbia certified copies 
of the following documents in the above-entitled case: 

1. The docket entries of proceedings before the United 
States Board of Tax Appeals. 
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2. Pleadings before F:o Board, including petition, an¬ 
swer, and plea and amended answer. 

3. Copy of deficiency notice, dated April 24, 4925, to¬ 
gether with schedules attached thereto. 

4. Stenographer’s minutes of hearing before the Board 
of Tax Appeals on November 24, 1925, including* only pages 

1 to 24, and the first four (4) lines on page 25. 

238 5. Joint Exhibit “A” introduced at the hearing 

before the Board of November 24, 1925. \ 

6. Respondent’s brief filed with the Board of Jainuarv 15, 

1926. | 

7. Taxpayer’s Request for Findings of Fact, filed with 
the Board on December 31, 1925. 

8. Findings of fact, opinion, and decision of said Board, 

including order of redetermination entered on December 
31, 192?'. j 

9. Respondent’s notice of settlement filed with the Board 

on November 8, 1927. j 

10. Petitioner’s alternative proposed redetermination 
filed with the Board on December 6, 1927. 

11. Reporter’s minutes of hearing before the Board of 
Tax Appeals on December 15, 1927. 

12. Reporter’s minutes of hearing before the Board of 
Tax Appeals on December 21, 1927. 

13. Petition for Review. j 

14. Stipulation under Section 1002 (d) of the! Revenue 
Act of 1926. 

i 

The foregoing to be prepared, certified and transmitted as 
required by law and the rules of the Court of Appeals of 
the District of Columbia. 

i 

239 The within Joint Praecipe is to supersede! the origi¬ 
nal praecipe and amended praecipe filed by! the peti¬ 
tioner in this cause. 

HARRY F. KANTNER, i 
HARRY F. KANTNER, ; 

American Casualty Bldq., Reading , Penna ., 

WALTER E. BARTON, ! 
WALTER E. BARTON, j 
Investment Building , Washington, 7). C., 

Attorneys for Petitioner. 

C. M. CHARE ST, 

General Counsel, Bureau of hit. Rev., 

Attorney for Respondent . 


i 
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Now, October 10, 1928, the forgoing joint pravipe cer¬ 
tified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals, 1924.J 

B. 1). GAMBLE, 

Cleric U. S. Hoard of Tax Appeals. 
240 United States Board of Tax Appeals. 

Docket No. 5059. 

Reading Hardware Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time. 

For cause shown, it is 

Ordered that the time for filing certified copies of record 
papers sitr petition 1 for review of the above entitled pro¬ 
ceeding in the Court of Appeals of the District of Columbia 
be and it is herebv extended to September 13, 1928. 

(Signed) JOHN M. STERNHAGEN, 

Member U. S. Board of 'Tax Appeals. 

Dated "Washington, D. C., August 13, 1928. 

Oct. 12, 1928. A true copy. 

[Seal U. S. Board of Tax Appeals, 1924.] 

1 B. D. GAMBLE, 

Clerk. 
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United States Board of Tax Appeals. 
Docket No. 5059. 


Reading Hardware Company, Petitioner, 

v. 

Commissioner 1 of Internal Revenue, Respondent 

Order Enlarging Time . 

For cause shown, it is 

Ordered that the time for filing certified copies of record 
papers sur petition for review of the above entitled pro- 
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ceeding in the Court of Appeals of the District of Columbia 
he and it is herebv extended to October 13, 1928. 

(Signed) * B. B. LITTLETON, 

Member U. S. Board of Tax Appeals . 

Dated Washington, D. C. September 10, 1928. 


Oct. 12, 1928. A true copy.—Teste: 

P>. D. GAMBIA 

[Seal U. S. Board of Tax Appeals, 1924]. 


Clerk 


B. D. GAMBLE, 

Clerk T J . S. Board of Tax Appeals . 

Endorsed on cover: Board of Tax Appeals. No. 4853. 
Reading Hardware Company, appellant, vs. Commissioner 
of Internal Revenue. Court of Appeals, District of Colum¬ 
bia. Filed Oct. 12, 1928. Henry W. Hodges, Clerk: 


(4218) 


i 
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Reading Habdware Company, Appellant, I 
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Commissioner of Internal Revenue, Appellee . 
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APPEAL FROM THE UNITED STATES BOARD 

OF TAX APPEALS. 


BRIEF FOR APPELLANT. 


JURISDICTION. 

| 

This case comes before the Court on petition for 
review of a decision of the United States Board of 
Tax Appeals pursuant to Sections 1001,1002, and 1003 
of the Revenue Act of 1926, as amended by the Rev¬ 
enue Act of 1928. By stipulation filed in the case (R, 
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139), it was agreed that this case might be reviewed 
by the Court of Appeals of the District of Columbia 
pursuant to the provisions of Section 1002(d) of said 
Act. (44 Stat. L., Part 2, p. 110.) 

The stipulation between the parties was entered into 
with the reservation on the part of the appellee that 
it should not be deemed to constitute a waiver of any 
right which he might have to raise the question of the 
jurisdiction of the Court of Appeals under the provi¬ 
sions of Section 283(j) of the Revenue Act of 1926. 
Subsequent to the taking of this appeal, counsel for 
appellee informed counsel for appellant that a motion 
to dismiss for want of jurisdiction would be filed, and 
the question of jurisdiction is discussed herein. 

For convenience this brief is divided into two parts, 
Part I covering the question of jurisdiction and Part 
II the question on the merits. 

PART L 

The Jurisdictional Question Presented. 

The sole jurisdictional question involved is whether 
any hearing was held before the Board of Tax Appeals 
before the enactment of the Revenue Act of 1926, 
within the purview of Section 283(j) of said Act. 

STATEMENT OF THE FACTS REGARDING 

JURISDICTION. 

The material facts bearing on the question of juris¬ 
diction are as follows: 

The petition of the appellant was filed with the 
Board of Tax Appeals on June 22nd, 1925, and the 
answer of the appellee was filed with the Board on 
July 28th, 1925. On November 7th, 1925, the appellee 
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filed a motion with the Board for leave to file an 
amended plea and answer, which said motion was 
granted by the Board on November 11th, 1925.; The 
appeal was set down for hearing before the Board of 
Tax Appeals oil November 24th, 1925, at which time 
both parties were represented by counsel, the i testi¬ 
mony of certain witnesses was taken and certain docu¬ 
mentary evidence was introduced. Both sides were 
given until December 31st, 1925, to file briefs, which 
was extended until January 15th, 1926. The appel¬ 
lant’s brief was filed with the Board on January 2nd, 
1926, and the appellee’s brief was filed on January 
15th, 1926. The appellant filed a supplemental; brief 
on February 1st, 1926. (R. 1, 2,12, et seq., 27, 45L) 

On June 15th, 1927, the Board promulgated its find¬ 
ings of fact and an interlocutory opinion, to which was 
added “ Judgment will be entered on thirty days’ no¬ 
tice under Rule 50.” A dissenting opinion also was 
filed. (R. 2, 52, 78.) 

In the interlocutory opinion referred to, the Board 
indicated that the record was not “sufficiently com¬ 
plete” to show whether two items had been eliminated 
from the invested capital of the appellant, but held 
that such items should be eliminated if this had not 
already been done. The items referred to vrere $28,- 
000.00, representing 280 shares of Reading Hardware 
Company preferred stock, and $52,211.25, represent¬ 
ing Consolidated Hardware Company bonds. (R. 74, 
80.) | 

On November 8, 1927, notice of settlement was filed 
by the appellee, in which he eliminated said items of 
$28,000.00 and $52,211.25 from the amount of invested 
capital of the appellant which he had allowed iin the 
deficiency notice, from which the appeal was taken to 
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the Board; and on December 6, 1927, the appellant 
filed an alternative proposed redetermination in which 
he did not eliminate said items from the amount of 
invested capital shown in the deficiency notice, con¬ 
tending that the appellee had already eliminated said 
items in determining the amount of invested capital 
disclosed by said deficiency notice. (R. 2, 82, 83.) 

The case was set down for hearing before the Board 
on December 15, 1927, at which time the parties were 
represented by counsel, the testimony of one witness 
was taken and certain documentary evidence was in¬ 
troduced on behalf of the appellant, on the question 
of whether the appellee had eliminated said items of 
$28,000.00 and $52,211.25 from the invested capital of 
the appellant as determined in the deficiency notice. 
(R. 2, 92-111.) j The hearing was continued until De¬ 
cember 21, 1927, at which time the testimony of this 
witness was continued and additional documentary 
evidence introduced on behalf of the appellant with 
respect to said two items of invested capital. (R. 2, 
111 - 121 .) 

At the hearing of December 15, 1927, counsel for 
the appellant made a motion to dismiss the appeal for 
the years 1917 and 1919 on the ground that the de¬ 
ficiency notice from which the appeal was taken dis¬ 
closed over-assessments for said years, and that the 
Board had jurisdiction only in cases where deficien¬ 
cies were disclosed in said notice. Certain documen¬ 
tary evidence was introduced by the appellant at the 
continued hearing of December 21, 1927, and argu¬ 
ment was made by counsel of the parties on this ques¬ 
tion. (R. 110, 121-127.) 

On December 31, 1927, the Board entered an order 
of redetermination fixing deficiencies for the years 
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1918 and 1920, and dismissing the appeal for the years 
1917 and 1919 for want of jurisdiction. In said order 
of redetermination the Board held that said items of 
$28,000.00 and $52,211.25, respectively, had already 
been excluded from the invested capital of the appel¬ 
lant by the appellant on its books and by the appellee 
in his deficiency notice, from which the appeal to the 
Board was taken. With respect to said items! the 
Board said: 

“The record before the Board at the time it 
rendered its opinion was not sufficiently clear 
whether or not these items had been excluded 
from invested capital.” 

i 

(R. 2, 80-82.) 


The Statutes Involved. 

I 

i 

i 

Section 1001(a) of the Revenue Act of 1926, in so 
far as applicable, provides as follows: 

i 

i 

“The decision of the Board rendered after the 
enactment of this Act (except as provided in !sub- 
division (j) of Section 283 * * *) may b$ re¬ 
viewed by the Circuit Court of Appeals or| the 
Court of Appeals of the District of Columbia, as 
hereinafter provided, if a petition for such review 
is filed by either the Commissioner or the itax¬ 
payer within six months after the decision is ren¬ 
dered.” 

Section 906(d) of the Revenue Act of 1924j as 
amended by Section 601 of the Revenue Act of 1928, 
provides as follows: 


i 

! 

i 

i 

i 
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“A decision of the Board (except a decision dis¬ 
missing a proceeding for lack of jurisdiction) 
shall be held to be rendered upon the date that an 
order specifying the amount of the deficiency is 
entered in the records of the Board. * * * ” 

Section 283(j) of the Revenue Act of 1926, in so far 
as applicable, reads as follows: 

“In cases within the scope of subdivision (b) 
* * # of this section where any hearing before 
the Board has been held before the enactment of 
this Act and the decision is rendered after the 
enactment of this Act, such decision shall, for the 
purposes of this title, be considered to have be¬ 
come final upon the date when it is rendered and 
neither party shall have any right to petition for 
a review of the decision. The Commissioner may, 
within one year from the time the decision is ren¬ 
dered, begin a proceeding in court for the collec¬ 
tion of any part of the amount disallowed bv the 
Board, unless the statutory period of limitations 
properly applicable thereto has expired before 
the appeal was taken to the Board. The court 
shall include in its judgment interest upon the 
amount thereof in the same cases, at the same 
rate, and for the same period, as if such amount 
were collected otherwise than by proceeding in 
court. In any such proceeding by the Commis¬ 
sioner or in any suit by the taxpayer for a refund, 
the findings of the Board shall be prima facie evi¬ 
dence of the facts therein stated.’’ 

Section 283(b) of the Revenue Act of 1926, referred 
to in Section 283(j), swpra, applies to appeals filed 
with the Board of Tax Appeals prior to the enactment 
of the Revenue Act of 1926, and in so far as material 
to this issue, reads as follows: 
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i i If before the enactment of this Act any person 
has appealed to the Board of Tax Appeals under 
subdivision (a) of section 274 of the Revenue Act 
of 1924 (if such appeal relates to a tax imposed 
by Title II of such Act or to so much of an in¬ 
come, war-profits, or excess-profits tax imposed 
by any of the prior Acts enumerated in sub-divi¬ 
sion (a) of this section as was not assessed before 
June 3, 1924), and the appeal is pending before 
the Board at the time of the enactment of this Act, 
the Board shall have jurisdiction of the appeal. 
In all such cases the powers, duties, rights* and 
privileges of the Commissioner and of the person 
who has brought the appeal, and the jurisdiction 
of the Board and of the courts, shall be deter¬ 
mined, and the computation of the tax shall be 
made, in the same manner as provided ini sub¬ 
division (a) of this section, except as provided in 
subdivision (j) of this section and except that the 
person liable for the tax shall not be subject to 
the provisions of subdivisions (d) of section 284.” 

ARGUMENT ON JURISDICTION 

The order of final determination was entered on 
December 31, 1927, specifying the amount of the de¬ 
ficiency on the records of the Board. This was the 
decision of the Board within the purview of Section 
906(d) of the Revenue Act of 1924, as amended by 
Section 601 of the Revenue Act of 1928. Admittedly, 
the decision was rendered after the enactment bf the 

i 

Revenue Act of 1926, and the only jurisdictional ques¬ 
tion requiring decision by this Honorable Court is 
whether any hearing before the Board was held be- 

_ i 

fore the enactment of the Revenue Act of 1926 as con¬ 
templated by Section 283(j) of said Act. 

The word ‘‘hearing” in its legal sense includes the 


! 


i 
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trial of the case, the introduction of the evidence, the 
argument of the counsel and the decision of the Court. 
(Root v. Mills, 168 Fed. 688; 10 Encyclopaedia Plead¬ 
ing and Practice, 8; Joseph Dry Goods Co. v. Hecht, 
120 Fed. 760; 2 Bouv. Law Dictionary, 1429; 10 Enc., 
pp. 1, 8; Miller v. Tobin, 18 Fed. 609, 616; Babcock 
v. Wolfe, 70 Iowa 676, 679, 28 N. W. 490.) 

Where a term has received a judicial definition, Con¬ 
gress is presumed to have used such term in that 
sense, unless the language of the Act clearly indicates 
that a different construction was intended. (25 R. C. 
L. 992.) 

The language of Section 283(j) indicates that Con¬ 
gress did not intend that the term “ hearing’ ’ should 
include the decision of the Board, because it provided 
in said Section that if the hearing were held before, 
and the decision rendered after, the enactment of the 
Revenue Act of 1926, no appeal should lie to the Cir¬ 
cuit Courts of Appeal or the Court of Appeals of the 
District of Columbia. 

Inasmuch as the term 1 ‘hearing,” in its judicial 
sense, includes the trial of the case, the introduction 
of evidence, the argument of counsel and the decision 
of the Court, it necessarily follows that Congress used 
said term in Section 283 (j) to include all of the pro¬ 
ceedings before the Board with the exception of the 
decision of the Board. 

The term “decision ’ 9 means the judgment of the 
Court, or as used in Section 283(j), the judgment of 
the Board. (Adams v. Yazoo & M. V. R. Co., 77 Miss. 
194, 24 So. 317; In re Milford & M. R. R., 68 N. H. 570, 
36 Atl. 545, 548; Board of Education v. State, 7 Kans. 
App. 620, 52 Pac. 466, 467; Halbert v. Alford, (Tex.) 
16 S. W. 814, 815; Gentz’s Estate v. Galles, 14 N. M, 





341, 93 Pac. 702, citing 13 Cyc. p. 427; Baldwin’s Cen¬ 
tury Edition of Bouvier’s Law Dictionary, p. 277i.) 

That Congress used the term “decision” in that 
sense is clearly indicated by the fact that it provided 
in Section 906(d) of the Revenue Act of 1924, as 
amended by Section 601 of the Revenue Act of 1928, 
supra, that the decision of the Board should bb held 
to be rendered upon the date that the order specifying 
the amount of the deficiency was entered in the rec¬ 
ords of the Board. This, as stated above, was on 
December 31, 1927, when the order of final detenuina- 
tion was made. The “hearing” contemplated by Sec. 
283 (j), therefore, comprehended the entire proceed¬ 
ings before the Board except the decision of December 
31,1927, fixing the amount of the deficiencies. 

A number of decisions have been handed down by 
the various Circuit Courts of Appeals on the question 
at issue. j 

In the case of the Chicago Railway Equipment Co. 
v. Blair, 20 Fed. (2d) 10, the evidence was taken on 
February 2nd and 3rd, 1926, and 45 days were given 
in which to file briefs and submit proposed findings of 
fact. The Government’s brief was filed March 2,1926, 
and that of the taxpayer on March 15, 1926. Op July 
28, 1926, findings of fact and an interlocutory Opinion 
were filed and order of final determination was made 
on November 4, 1926, fixing the amount of the de¬ 
ficiency. The Government contended that if the hear¬ 
ing had been in any way entered upon before the 
passage of the Revenue Act of 1926, then no matter 
how long it had been carried on, or what was done 
thereafter there could be no appeal. The Court took 
the opposite view and held that 


i 
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“there would be an appeal in all cases where the 
whole proceeding was not concluded before the 
passage of the Act so that it only remained to 
make the decision.” 

In the case of Blair v. Curran, 24 Fed. (2d) 390, all 
of the evidence in the case relating to the merits of 
the controversy was introduced and such arguments 
were made as counsel saw tit on February 16, 1926. 
The hearing was then closed, permission being given 
to the parties to file written briefs by March 15, 1926, 
which was done. On October 26, 1926, the Board made 
findings of facts and rendered an opinion, and on Feb¬ 
ruary 5, 1927, it entered its decision. In this case the 
Court held that appeal would not lie to the Circuit 
Court of Appeals for the reason that the whole pro¬ 
ceeding was concluded before the passage of the Rev¬ 
enue Act of 1926, and it only remained for the Court 
to make its decision. In referring to the decision of 
the Circuit Court of Appeals in the case of Chicago 
Railway Equipment Co. v. Blair, supra, the Court 
pointed out that it was not clear in that case that all 
the evidence had been submitted, oral arguments made 
and the hearing closed prior to the enactment of the 
Revenue Act of 1926. While the Court did not decide, 
it intimated that had the case not been closed prior 
to the enactment of said Act, its decision would havt 
been the opposite. 

Also see Blair v. Hendricks, 24 Fed. (2d) 819, and 
C. T. Power and Brother v. Com., 27 Fed. (2d) 1116, 
winch followed Blair v. Curran, supra, the facts being 
similar. 

The last three cases cited above, which held that 
appeal would not lie to the Circuit Court of Appeals, 
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turned on the proposition that the hearing was con¬ 
cluded prior to the passage of the Revenue Act of 

1926. Such was not the situation, however, iii the 
case at bar. Here the opinion and the order of re- 
determination of the Board indicated that the record 
made on November 24, 1925, before the enactment of 
the Revenue Act of 1926, was not 16 sufficiently! com¬ 
plete” or “sufficiently clear” with respect to whether 
certain items had been excluded from the invested 
capital of the appellant; and on December 15 ahd 21, 

1927, subsequent to the enactment of the Revenue Act 
of 1926, the testimony of a witness was taken,: docu- 

i 

mentary evidence was introduced and argument of 
counsel was made with respect to said items ancj. their 
inclusion in the invested capital of the appellant.' Can 
it be said that the hearing was held before the enact¬ 
ment of the Revenue Act of 1926, when the taking of 
testimony, the introduction of documentary evidence, 
and the argument of counsel on the merits of the case 
was not concluded until December 21, 1927, after the 
enactment of the Revenue Act of 1926? Until this 
time the Board was not in position to render its de¬ 
cision, according to its own statements, and its deci¬ 
sion was not rendered until after consideration of the 
oral and documentary evidence and the argument of 
counsel was concluded on this date. After considera¬ 
tion thereof the Board rendered its decision on Decem¬ 
ber 31,1927. 

It is, therefore, respectfully submitted that in the 
instant case the hearing before the Board was not held 
before the enactment of the Revenue Act of 1926, 
within the purview of Section 283(j) of that A6t, and 
that this Honorable Court has jurisdiction to review 
the decision of the Board rendered on December 31, 
1927. ! 
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PART II. 

The Question Presented on the Merits. 

In the deficiency notice from which the appellant 
appealed, the appellee determined the invested capital 
of the appellant to be certain specified amounts for 
the years 1918 and 1920. In his answer the appellee 
admitted that said invested capital so determined 
should be increased in certain amounts; and at the 
hearing before the Board, counsel for the appellant 
and the appellee entered into a written stipulation that 
the invested capital of the appellant for said years 
1918 and 1920, respectively, should be certain increased 
amounts, subject to the right of the appellant to in¬ 
troduce evidence before the Board tending to prove 
that said amounts should be increased in the sum of 
$500,000 on account of good will. In its findings of 
fact, opinion and decision, the Board disregarded the 
deficiency notice, the pleadings and the stipulation of 
the parties and decided issues which were not deemed 
to be before the Board by the parties, and in so doing 
increased the invested capital of the appellant very 
materially over the respective amounts set forth in the 
deficiency notice, the pleadings and the stipulation en¬ 
tered into as aforesaid. 

One of the questions presented is whether the Board 
erred in disregarding the deficiency notice, the plead¬ 
ings of the parties and the stipulation entered into 
as aforesaid, and in deciding issues which were not 
contemplated by either of the parties to the proceed¬ 
ing before the Board, and in determining that the in¬ 
vested capital of the appellant was less than the 
amounts shown in said deficiency notice, in the plead¬ 
ings and in the stipulation of the parties. 
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If this Honorable Court should hold that the Board 
did not err as set forth above, the question is! pre¬ 
sented as to whether the Board erred in deciding that 
the appellant was not entitled to include in its invested 
capital for 1918 and 1920 the assets of the appellant, 
the Consolidated Hardware Co., the National Brass 
and Iron Works, and the Keystone Hardware Co. at 
their actual cash value at the time of a financial re¬ 
organization in 1911 when they were paid in for stock 
of the appellant. 

j 

STATEMENT OF THE FACTS ON THE MERITS. 

The deficiency notice from which appellant appealed 
was dated April 24, 1925. Appeal was filed with the 
Board on June 22,1925, in which the following assign¬ 
ments of error were made: 

1. Exclusion of good will in the sum of $500,000 
from capital stock outstanding, and inclusion of! said 
good will in surplus for the purpose of computing in¬ 
vested capital for the years 1917, 1918, 1919 and 1920. 

2. Omission of item in the amount of $44,2^8.91 

known as 44 Losses on Keystone Hardware Stock ’’ 
when computing invested capital for years 1917j and 
1918. | 

3. Inclusion in surplus as a deduction therefrom 
item of $44,298.91 known as 4 4 Losses on Keystone 
Hardware Co. stock” when computing invested capital 
for the year 1919. 

4. Resultant tax computations for the years 1917, 

1918, 1919 and 1920 as affected by the foregoing. (R. 
3, 4, 11) | 

The appeal covered the years 1917 to 1920, inclu¬ 
sive, but due to the fact that the Board dismissed the 

i 

j 

i 

i 

i 
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appeals for the years 1917 and 1919, no further refer¬ 
ence will be made to the facts pertaining to said years. 

In his plea and answer the appellee admitted error 
with respect to excluding $44,298.91, representing loss 
on Keystone Hardware Co. stock, from the invested 
capital of the appellant for the year 1918. (R. 10). 

At the hearing counsel for the appellee admitted all 
of the assignments of error of the appellant with the 
exception of assignment No. 1 pertaining to the exclu¬ 
sion of good will from invested capital in the amount 
of $500,000. Pursuant to the foregoing confession of 
error on the part of the appellee, the appellant and the 
appellee entered into a stipulation as to the amount 
of the invested capital of the appellant for the years 
1918 and 1920, subject to the right of the appellant to 
introduce evidence before the Board tending to prove 
that its invested capital should be increased for said 
respective years in the amount of $500,000 on account 
of said item of good will. This stipulation was in the 
nature of an exhibit filed by the parties, marked 
1 1 Joint Exhibit A.” Statements were also made in the 
record by counsel for the parties that the only issue 
before the Board was whether the appellee erred in 
reducing the invested capital of the appellant in the 
amount of $500,000 on account of the said item of good 
will. The same statement was made by counsel for the 
appellee in his brief filed with the Board. (R. 24, 26; 
Joint Exhibit A, following R. 26; R. 27.) 

In order to prove that the appellee erred in reducing 
his invested capital for the years 1918 and 1920, the 
appellant introduced certain oral and documentary 
evidence with respect to a financial reorganization of 
the appellant and certain other corporations during 
the year 1911, which will be set out below. (R. 27.) 






The Board promulgated its findings of fact and its 
opinion on June 15, 1927, in which it sustained the 
appellee and held that no error was made in reducing 
the invested capital of the appellant for 1918 and 1920 
in the amount of $500,000 on account of said item of 
good will. (R. 52, 77.) 

The Board further held that additional items ag¬ 
gregating $321,042.98 should be deducted from invest¬ 
ed capital of appellant to the extent that adjustment 
had not already been made therefor. This amount in¬ 
cluded two items—$28,000 and $52,211.25 respectively, 
which the Board in its order of redetermination en¬ 
tered on December 31, 1927, held had already been 
deducted from the invested capital of the appellant. 
(R. 75, 78, 80). I 


The difference between $321,042.98 and $80,211.25, 
or $239,831.73, represented items which the appellee 
had allowed in the invested capital of the appellant in 
his deficiency notice and which the pleadings indicated 
and counsel for the parties stipulated were properly 
included in the invested capital of the appellant for 
said years, and which the parties contemplated were 
not before the Board for decision. (R. 68). 

The following shows the amounts of the invested 
capital of the appellant for the years 1918 and 1920; 
(1) as disclosed by the deficiency notice; (2) as agreed 
to by the stipulation, subject to the right of the appel¬ 
lant to introduce evidence tending to prove that said 
amounts should be further increased $500,000 pn ac¬ 
count of said item of good will; (3) and as finally de¬ 
termined by the Board. (Statement pp. 6, 15, follow¬ 
ing R. 12; Joint Exhibit A, pp. 2, 6, following R. 26; 
R. 86, 89.) i 
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Invested Capital 

Deficiency notice. 

Stipulation .... 

Determination by Board.. 


1918 

$1,544,982.02 

1,590,798.26 

1,341,717.57 


1920 

$1,775,829.19 

1,779,853.50 

1,517,215.64 


In deciding issues not raised by the deficiency no¬ 
tice, the pleadings or the stipulation, the Board made 
findings of fact which may be summarized as follows: 

The" appellant is a Pennsylvania corporation, or¬ 
ganized in 1886, with an authorized capital of 6,- 

500 shares of common stock and 2,500 shares of 
preferred stock of the par value of $100.00 per share. 
Prior to 1911 the Consolidated Hardware Co., a Dela¬ 
ware corporation, acquired all of the common stock 
of the appellant for w r hich it issued its collateral trust 
bonds at the rate of $184.6154 per share, or an aggre¬ 
gate of said bonds of the face value of $1,200,000.00. 
These bonds are referred to herein as “Reading 
Bonds,” and were secured by a mortgage on the 6,500 
shares of common stock of the appellant. (R. 53, 54.) 

Prior to 1911 the Consolidated Hardware Co. had 
also acquired practically all of the preferred stock of 
the National Brass and Iron Works for which it had 
issued its collateral trust bonds, herein called “Brass 
Bonds,” at the rate of $50.00 per share, secured by 
mortgage on the preferred stock of said company. (R. 
54, 55). Prior to 1911 the appellant acquired a lease 
on the plant of the Keystone Hardware Co. for a term 
of 999 years. (R. 55). 

In 1911 a financial reorganization of the foregoing 
companies, including appellant, was effected. At this 
time and prior thereto some of the stockholders of 
the appellant were interested through the ownership 
of stock securities or otherwise in the Consolidated 
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Hardware Co., the National Brass and Iron Workg 
and the Keystone Hardware Co. to the extent that 
there was a substantial community of interests in said 
four companies. (R. 55.) 

The plan of reorganization as finally adopted was 
dated May 1, 1911, and provided that the common 
stock of the appellant of the par value of $650,000 
should be increased to $1,600,000, $1,200,000 thereof, 
or so much as was necessary to be given to the Read¬ 
ing bondholders on the basis of one share of stock of 
the par value of $100 for one bond of the face value 
of $100. (R. 55, 57). Of the remaining increased 

capital stock, $350,000 thereof or so much as was nec¬ 
essary was to be given to the bondholders and pre¬ 
ferred stockholders of the National Brass and Iron 
Works at the rate of one share of common stock of the 
appellant of the par value of $100 for each and every 
$100 of Brass bonds or preferred stock of the National 
Brass and Iron Works. (R. 57). Stock of the par 
value of the appellant of $50,000 or so much as was 
necessary to be given to the stockholders of the Key¬ 
stone Hardware Co. at the rate of one share of com¬ 
mon stock of the par value of $100 for each $^00 par 
stock of the Keystone Hardware Co. (R. 57). The 
balance of the additional issue of common stock of 
the appellant was to be sold or pledged as the re¬ 
organization committee deemed expedient. (R. 57). 

An appraisal was made of the plant of the appel¬ 
lant and that of the Keystone Hardware Co. as of 
August 31,1911, on the basis of reproduction new less 
estimated accrued depreciation. The appraisal also 
included machinery, equipment, etc., of the National 
Brass and Iron Works, which theretofore had been 
taken over by appellant. Adjustments were made on 

i 

I 

i 

i 

i 

i 

i 
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the books to reflect these appraisals with the result 
that on August 31, 1911, the surplus of the appellant 
was $899,550.43, exclusive of capital stock outstand¬ 
ing to the par value of $750,000. (R. 61, 62). 

In order to effect the plan of reorganization a divi¬ 
dend of $897,000 was declared on September 6, 1911, 
by the appellant out of said surplus of $899,554.43, 
payable in its stock, to be distributed in accordance 
with the plan of reorganization. (R. 64). 

On March 12,1912, the appellant set up on its books 
a good will account of $500,000 and credited surplus 
with a similar amount. On December 31, 1917, the 
sum of $400,000 was written off by debiting surplus 
and crediting good will, and later the balance of $100,- 
000 was written off by similar entries and the account 
thereby closed. The appellant included said item of 
$500,000 in its invested capital for 1918 and 1920, 
which the Board held should be excluded from in¬ 
vested capital. (R. 66). 

Errors to be Relied Upon. 

(1) The Board erred in deciding that the invested 
capital of the petitioner for the years 1918 and 1920 
was less than $1,544,982.02 and $1,775,829.19, respec¬ 
tively, which the respondent determined in his defi¬ 
ciency notice and from which the petitioner appealed. 

(2) The Board erred in redetermining deficiencies 
of the petitioner for the years 1918 and 1920 in excess 
of $676.33 and $19,900.11, respectively, which the re¬ 
spondent determined in his deficiency notice and from 
which the petitioner appealed. 

(3) The Board erred in deciding that the invested 
capital of the petitioner for the years 1918 and 1920 


19 


i 


was less than $1,589,280.93 and $1,775,829.19, respec¬ 
tively, which the respondent admitted in his amended 
answer. 

(4) The Board erred in deciding that the invested 
capital of the petitioner for the years 1918 and 1920 
was less than $1,590,798.26 and $1,779,853.50, respec¬ 
tively, which counsel for the petitioner and the respon¬ 
dent stipulated to be the invested capital for said years 
subject to the right of the Board to decide whether 
said respective amounts should be increased $500,- 
000.00 on account of alleged error on the part of the 
respondent in adjusting an item of good will ofj equal 
amount. 

(5) The Board erred in redetermining a deficiency 
of any amount whatsoever for the year 1918, and a 
deficiency in excess of $19,697.29 for the year! 1920, 
the petitioner and the respondent having stipulated 
that there was an over-assessment for 1918 of $291.31 
and a deficiency of $19,697.29 for 1920, subject |to the 
right of the Board to decide whether said over-assess¬ 
ment for 1918 should be further increased and said de¬ 
ficiency for 1920 should be further decreased on ac¬ 
count of alleged error on the part of the respondent 
in reducing the invested capital of the petitioner for 
the years 1918 and 1920, respectively, in the amount 
of $500,000.00 in adjusting an item of good will of 

i 

equal amount. 

(6) The Board erred in disregarding a stipulation 
filed by the parties, and statements made in open court 
at the hearing on November 24, 1925, by counsel for 
the parties, and also statement made by counsel for 
the respondent in his brief, limiting the hearing to 
one issue, viz., whether the respondent erred in re- 
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ducing the invested capital of the petitioner for the 
years 1918 and 1920 in the amount of $500,000.00 on 
account of an item of good will of equal amount. 

(7) The Board erred in deciding issues with respect 
to the invested capital of the petitioner which were 
not raised in the petition and/or answer and/or 
amended answer, viz., the effect of a financial reorgan¬ 
ization in 1911 on the invested capital of the petitioner 
for the years 1918 and 1920. 

(8) The Board erred in deciding issues which were 
not contemplated by the parties and which were 
deemed by the parties to be closed, viz., the effect of 
a financial reorganization in 1911 on the invested capi¬ 
tal of the petitioner for the years 1918 and 1920. 

(9) The Board erred in failing to limit its decision 
to the one question of whether the respondent erred 
in reducing the invested capital of the petitioner for 
the years 1918 and 1920 in the amount of $500,000.00 
on account of an adjustment of good will of equal 
amount. 

(10) The Board erred in holding that: “We find 
it necessary to go beyond the pleadings and consider 
the real issue in the case, an issue not raised either 
in the petition or in the answer by the Commissioner,” 
* * * and in so doing. 

(11) The Board erred in deciding that the peti¬ 
tioner, after the financial reorganization in 1911, was 
the same corporate entity that it was prior to said 
time. 

(12) The Board erred in failing to hold that the 
assets of the Reading Hardware Company, the Con¬ 
solidated Hardware Company, the National Brass and 
Iron Works, and the Keystone Hardware Company at 
their actual cash value were paid in for stock of the 
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petitioner at the time of a financial reorganization in 
1911, within the purview of Section 326 (a) (2)| of the 
Kevenue Act of 1918. 

j 

ARGUMENT ON THE MERITS. 

I 

The Board Had No Authority to Disregard the 

Stipulation. ! 

i 

The record is clear that in the deficiency notice from 
which the appellant appealed, the appellee found the 
invested capital of the appellant to be certain specified 
amounts for the years 1918 and 1920 ; that the appellant 
appealed to the Board of Tax Appeals contending that 
its invested capital for said years should be in;excess 
of said respective amounts so determined by the ap¬ 
pellee; that before any evidence w~as introduced at 
the hearing counsel for the appellant and the appellee 
filed a written paper marked “ Joint Exhibit A” in 
which they stipulated that the invested capital j of the 
appellant for the said years should be in excess; of the 
amounts determined by the appellee in the deficiency 
notice, subject to the right of the appellant to introduce 
evidence tending to prove that its invested capital for 
said years should be further increased on account of 
an item of good will in the amount of $500,00(1 The 
record is also clear that the Board, according 1 to its 
own statement, disregarded not only the deficiency 
notice, and the pleadings of the parties, but the stipu¬ 
lation entered into at the hearing and decided; issues 
wilich were not contemplated by either of the parties, 
and in so doing determined the invested capital; of the 
appellant to be considerably less for said years than the 
amounts disclosed by the deficiency notice, the plead¬ 
ings, and the stipulation which w r as entered into. 
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See Statement attached to deficiency notice, pp. 6 
and 15, following R. 12, in which the appellee deter¬ 
mined the invested capital of the appellant to be $1,- 
544,982.02 for 1918 and $1,775,829.19 for 1920. See 
Record pages 24-26 and Joint Exhibit A, pages 2 and 
6, following R. 26, in which the parties stipulated that 
the invested capital was $1,590,798.26 for 1918 and 
$1,779,853.50 for 1920, subject to the right of the appel¬ 
lant to introduce evidence tending to prove that its in¬ 
vested capital should be further increased on account 
of an item of good will in the amount of $500,000.00. 
Also see appellee ? s brief, R. 27, 28, in which he stated 
that the issues were stipulated with the exception of 
the item of good will of $500,000 and its effect on in¬ 
vested capital. Also see opinion of Board, R. 68, where¬ 
in the Board said: 

‘‘Before considering the other point raised, we 
find it necessary to go beyond the pleadings and 
consider the real issue in the case, an issue not 
raised either in the petition or in the answer 

sjc jjc jjc J J 


Also see R. 86, 89. For summary of comparison of 
invested capital in deficiency note, stipulation and de¬ 
cision of Board, see p. 16 supra . 

It is our contention that the Board had no authority 
to disregard the stipulation of the parties and to rede¬ 
termine invested capital of the appellant for the years 
1918 and 1920 to be less than the amounts stipulated by 
them, subject to the right of the appellant to introduce 
evidence to prove that its invested capital should be in 
excess of such amounts. 

In 36 Cyc. 1280 it is stated: 
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“A stipulation is an agreement between counsel 
respecting business before a court. When made in 
open court, with reference to the subject-matter of 
a pending cause, stipulations are contracts hot only 
between the parties, but between them aind the 
court/’ (Meagher v. Gagliardo, 35 Cal. 602; 
Banks v. American Tract Society, 4 Sandf. Ch. (N. 
Y.) 438; Brooks v. Ostrander, 158 Ill. App. 78; 
Lumber Co. v. Cottingham, (N. C.) 92 S. E. 9; Low 
Est. Co. v. Realty Corp., (R. I.) 98 Atl. 180.^ 

“A valid stipulation concerning any matter 
properly before the court acts as an estoppel upon 
the parties thereto and is conclusive of all matters 
necessarily included in the stipulation. ’’ ($6 Cyc. 
1292; Brooklyn Min. Co. v. Miller, 227 U. S. 194; 
Hotchkiss v. Bank, 200 Fed. 299; Fortney V. Car¬ 
ter, 203 Fed. 454; Grant v. Bank, 232 Feci. 201; 
Beyer v. LeFevre, 17 App. D. C. 238; Storage 
Corp. v. Maguire, 41 App. D. C. 231.) 

4 ‘Stipulations between counsel concerning the 
conduct of a pending cause cannot ordinarily be 
repudiated or withdrawn from by one party with¬ 
out the consent of the other, except by l6ave of 
court upon cause shown/’ (36 Cyc. 1293 ;| Harris 
v. McArthur, 90 Ga. 216, 15 S. E. 758; Johnson v. 
Wright, 19 Ga. 509; Hutchings v. Buck, 32 Me. 
277; Herbst v. Vacuum Oil Co., 22 N. Y.iS. 807 
(atf. in 143 N. Y. 671); Ish v. Crane, 13 Ohio St. 
574; Continental Ins. Co. v. Delpuch, 82 Pa. St. 
225; Aurrecoechea v. Bangs, 110 U. S. 217; Muller 
v. Fows, 94 U. S. 277; Brooks v. Ostrander, 158 HI. 
App. 78; Kriss v. R. Co., 100 Neb. 801, 161 N. W. 
414; Alexander v. Garcia (Tex. Civ. Ap]i), 167 
S. W. 1102; Ins. Co. v. Beavers (Tex. Civ.; App.), 
186 S. W. 859; Mitchell v. Hancock (Tex. Civ. 
App.), 196 S. W. 694; Peo. v. Vaughn, 282 Ill., 163, 
572, 240 Pac. 597; Wholesale Co. v. Dist. Ct., 41 
Idaho 572, 240 Pac. 597.) j 

“In order to warrant the court in interfering to 
relieve a party from a stipulation there miist be a 
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showing of fraud, collusion, mistake, accident, or 
surprise.” (36 Cyc. 1295; Bingham v. Winona 
County, 6 Minn. 136; Lee v. Winans, 90 N. Y. S. 
960; Slaven v. Germain, 19 N. Y. S. 492; Keogh v. 
Main, 52 N. Y. Super. Ct. 160; Hertzel v. Weber, 31 
Okla. 5, 18, 120 Pac. 589; Steel Co. v. Warras, 141 
Wis. 119, 123 N. W. 656; Mangier v. Casualty Co., 
201 Ill. App. 560; Dickinson v. Ice Co. (Minn.), 165 
N. W. 1056; Bales v. Murray (la.), 171 N. W. 747; 
K. L. S. v. Scheiber (Minn.), 169 N. W. 272; In re 
Callahan, 174 N. Y. S. 268; Karnes v. Black (Ky.), 
215 S. W. 191.) 

‘ ‘ The court, by its general superintending power 
over all proceedings before it, will take notice of 
stipulations properly made and will act upon them 
in such a way as to carry them specifically into 
effect.” (36 Cyc. 1297; Charles v. Miller, 36 Ala. 
141; Coultas v. Green, 43 Ill. 277; Henchey v. Chi¬ 
cago, 41 Ill. 136; Toupin v. Gargnier, 12 Ill. 79; 
Chapman v. Shattuck, 8 Ill. 49; Coburn v. Whitely, 
8 Mete. (Mass.) 272; Blain v. Patterson, 47 N. H. 
523; Wilkins v. Burr, 6 Binn. (Pa.) 389; Jones v. 
Kimbro, 6 Humphr. (Tenn.) 319; Hancock v. Wi¬ 
nans, 20 Tex. 320; P. v. Drain. Dist., 253 Ill. 479, 97 
N. E. 1042; Rotberg v. Hebron, 157 N. Y. S. 788; 
Trading Co. v. James (Ark.), 215 S. W. 650; Loghy 
v. Lynaugh, 171 N. Y. S. 686; Randall v. Mills, 165 
N. Y. S. 125; Stovall v. Breedlove (Okla.), 191 Pac. 
180; State v. Thomason (Tenn.), 221 S. W. 291.) 

Stipulations are entered into for the purpose of 
avoiding delay, trouble and expense, and when entered 
into preclude the parties from setting up any rights in 
opposition to such stipulation. (25 R. C. L. 1097, 
Brooklyn Mining Co. v. Miller, 227 U. S. 194; Bagley 
v. Ward, 37 Cal. 121; Reich v. Cochran, 151 N. Y. 122, 
45 N. E. 367; In re Dardis, 135 Wis. 457,115 N. W. 332; 
New York v. New Jersey, 256 U. S. 296. 
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“The making of stipulations, however, tending 
to expedite the trial should be encouraged rather 
than discouraged by the courts, and enforced.’’ 
(25 R. C. L. 1100, 1101, 1104 and 1105 and cases 
cited. Also see Brooklyn Mining Co. v. Miller, 227 
U. S. 194; Aurrecoechea v. Bangs, 110 U. Sj 217; 
Muller v. Dows, 94 U. S. 277; Wright v. Nagle, 110 
U. S. 791; New York v. New Jersey, 256 U. Si 296; 
Pacific Railroad Co. v. Ketchum, 101 U. S. 289.) 

In the case of Hackfeld & Co. v. U. S., 197 U. S. 442, 
the petitioner was adjudged guilty of neglecting to re¬ 
turn to the port from whence they came two Japanese 
immigrants unlawfully in the United States. Ih the 
lower court the United States attorney and the attor¬ 
ney for the petitioner stipulated that the escape of the 
immigrants did not occur by reason of any neglect of 
the petitioner. In disposing of the question of the au¬ 
thority of the United States attorney to stipulate the 
Supreme Court said: j 

“It is to be presumed that such an officer will 
do his duty to the Government and not stipulate 
away the rights of the prosecution. * * * We think 
the parties were entitled to have this case j tried 
upon the assumption that those ultimate facts stip¬ 
ulated into the record were established n6 less 
than the specific facts recited.” 

i 

To the same effect see the recent case of Tucker v. 
Alexander, 275 U. S. 228. \ 

From the foregoing cases which we have cited, and 
many others that could be cited, we submit that it is 
a settled proposition that the stipulation entered into by 
counsel for the appellant and the appellee in this cause 
was binding, not only upon the parties themselves, but 
also upon the Board, unless there be some distinction 
between the Board and a Court. 
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The Board was created by Sec. 900 of the Revenue 
Act of 1924. Sec. 900(h) provided that notice and op¬ 
portunity to be heard should be given to the taxpayer 
and the Commissioner, and that the proceedings of the 
Board and its divisions should be conducted in accor¬ 
dance with such rules of evidence and procedure as the 
Board should prescribe. Pursuant to this authority 
the Board promulgated certain rules. These rules pro¬ 
vided for the filing of a petition on the part of the pe¬ 
titioner and an answer on the part of the respondent. 
Rule 30 of the Board provided as follows: 

“Stipulations:—The taxpayer and the Commis¬ 
sioner of Internal Revenue may, by stipulation in 
writing filed with the Board, or presented at the 
hearing, agree upon any facts involved in the case. 
It is desired that facts be thus stipulated in so far 
as and whenever practicable. ’ ’ 

In view of the foregoing rule of the Board with ref¬ 
erence to stipulations and the fact that the stipulation 
was filed in this case with the consent of the Board, 
there would appear to be no reason why the Board 
should not be bound thereby in the same sense and to 
the same extent as a court would have been. 

We submit, therefore, that the Board erred in rede¬ 
termining the invested capital of the appellant for the 
years 1918 and 1920 in any amounts less than the 
amounts stipulated, namely, $1,590,798.26 for 1918 and 
$1,779,853.50 for 1920. 

The Board Had No Authority to Disregard the Admis¬ 
sions Made by the Appellee in His Plea and An¬ 
swer. 

If the Court, however, should hold that the Board 
did not err in disregarding the stipulation, in that event 
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we contend that the Board erred in disregarding the 
pleadings and in determining that the invested capital 
of the appellant for the years 1918 and 1920 was less 
than the amounts admitted by the appellee in his plea 
and answer. In his plea and answer the appellee admit¬ 
ted that the invested capital of the appellant ini 1918 
was $44,298.91 in excess of the invested capital deter¬ 
mined in the deficiency notice. According to the plead¬ 
ings, therefore, it was admitted by the appellee that 
the invested capital for 1918 was $1,589,280.93 and for 
1920, $1,775,829.19. j 

That a court cannot properly disregard the pleadings 
and put upon its record a judgment which is not a 
proper sequence of the pleadings is so well settled that 
argument would seem to be unnecessary. (33 C. J. 
1139 and cases cited.) 

“It is a general rule that a recovery must be 
had, if at all, upon the facts alleged in the plead¬ 
ings, and facts proved but not pleaded will not 
support the judgment, although found by verdict 
or finding, proof of a state of facts different from 
that alleged constituting a variance.’’ (33 C. J. 

1140-1141 and many cases cited.) 

“In other words, the judgment must conform to 
both pleadings and the proofs, and be in accor¬ 
dance with the theory of the action upon whibh the 
pleadings were framed and the case was j tried. 
This ride is of universal application, and whether 
the action or suit is at law, in equity, or under the 
code, the judgment must be secundum alletfflta et 
probata.” (33 C. J. 1142 and many cases cited.) 

“Judgments must be responsive to the issues 
presented in the pleadings, and must respdnd to 
and determine all the issues. Issues not raised by 


the pleadings cannot be determined.” (33 
1151 and cases cited.) 


C. J. 
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At 33 C. J. 1161, it is stated, 4 4 It has been said that 
defendant must prevail according to the case made by 
his answer, or not at all.” To the same effect see 15 
R. C. L. 604 and cases cited. 

In view" of the foregoing authorities it is respectfully 
submitted that the Board had no legal right to disre¬ 
gard the stipulations and to redetermine the invested 
capital to be less than the amounts stipulated for said 
years, viz., $1,590,798.26 for 1918 and $1,779,853.50 for 
3920; and in any event that the Board was without 
legal authority to disregard the pleadings and to re¬ 
determine the invested capital of the appellant in any 
amount less than that admitted in the answer of the 
appellee, viz., $1,589,280.93 for 1918 and $1,775,829.00 
for 1920. 

The Admissions of the Appellee Left No Issue for the 

Board to Decide. 

Another point to be considered is the Board’s action 
with respect to an issue raised by the pleadings but 
abandoned by the appellee before the rendition of the 
Board’s decision. 

The appellant stated its first assignment of error in 
paragraph 4 of its petition (R. 4) as follows: 

4 4 4. The determination of tax contained in the 
said deficiency letter is based upon the following 
errors: 

44 (1) Exclusion of 4 good-will’ in the sum of 
$500,000.00 from capital stock outstanding; and 
inclusion of said good-will in surplus; for the pur¬ 
pose of computing invested capital for years 1917, 
1918, 1919 and 1920.” 

The appellee took issue therewith, stating in his an¬ 
swer (R. 8): 
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“(2) Denies that an item of good-will I in the 
amount of $500,000 was erroneously excluded from 
invested capital for the taxable years 1917, 1918, 
1919 and 1920.” 

In his plea and answer subsequently filed (R. 10) the 
appellee raised the same issue, stating therein: 

“(2) Denies that an item of good-will in the 
amount of $500,000 was erroneously excluded from 
invested capital for the said taxable years.” 

The parties having by the pleadings and stipulation 
disposed of all other issues, the issue raised by the 
appellants assignment of error and the appellee’s an¬ 
swer and plea above referred to, vras solely with re¬ 
spect to the “good will” item, and the only point then 
in controversy was whether in the computation the item 
of $500,000 should be deducted from invested capital 
or from surplus, the appellee contending that it:should 
be deducted from the former and the appellant insist¬ 
ing that it should be deducted from the latter. The 
testimony then taken was based entirely upon that 
issue. 

After the appellant submitted its brief, the appellee 
on Jan. 15,1926, filed his brief (R. 28) in which hie said: 

“The Commissioner admits that since good will 
was a credit to surplus, the elimination ishould 
have been made from surplus, which adjustment 
will create a deficit which is non-operating instead 
of an operating deficit as contended by tlie tax¬ 
payer * * *.” I 

! 

The Board so understood the matter, as appears by 
its opinion (R. 77) wherein it is stated: 


i 
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44 The Commissioner in his determination reduced 
capital stock by this amount ($500,000.) which he 
now admits was erroneous and agrees with the pe¬ 
titioner that the reduction should have been from 
surplus, the account which was originally credited, 
but on the other hand contends that this latter 
method will not alter his original determination 
of invested capital. ’’ 

Thus it appears that after the filing of the appel¬ 
lee’s brief on January 15, 1926, there was no issue of 
any kind before the Board. The stipulated facts defi¬ 
nitely fixed the amount of the invested capital and the 
appellee having then admitted the propriety of the 
appellant’s specifications of error, the method of com¬ 
putation contended for by the appellant was fully and 
satisfactorily established. 

There is where the proceeding should have ended and 
a corrected determination should have been made by 
the Commissioner. There being no issue to determine, 
the Board should have so decided. 

There was no necessity for the Board either “to go 
beyond the pleadings and consider the real issue in 
the case, an issue not raised either in the petition or 
in the answer by the Commissioner,” or to decide 
whether the appellant after the financial reorganization 
in 1911, was the same corporate entity that it was prior 
thereto. 

The Decision of the Board of the Issue Created by 

Itself Cannot be Sustained. 

If hovrever, it be contended that the Board had au¬ 
thority to disregard the stipulation and to consider an 
issue not raised in the pleadings, the Board’s decision 
of the issue created by itself cannot be sustained. 
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The fact was clearly established that there was a 
reorganization of Reading Hardware Company, Na¬ 
tional Brass and Iron Works, Keystone Hardware 
Company and Consolidated Hardware Company in the 
year 1911. The circumstances of the transactibn and 
the law applicable thereto was so clearly, fully and 


succinctly stated by Mr. Trussell in a dissenting opin¬ 
ion (R. 78) that we are moved to adopt his statement 
as our own exposition of the facts and of the legal 


principle governing the case. 
He said: 


“* * * We have here four corporations; three of 
them operating companies and the fourth a hold¬ 
ing company, holding substantially all of the stock 
of two of the operating companies, while a large 
majority of the third operating company is held 
by one of the other operating companies. 

.For many years these corporations had existed 
in a complexity of stock and security ownership 
and interrelationship of business and operating 
transactions. The situation appears to have led to 
confusion and to financial embarrassments, and 
finally the four corporations together with their 
controlling stockholders, join in the appointment 
of a reorganization committee. This conlmittee 
determines that the solution of their dififculties 
lies in the consolidation of all the four companies 
into one corporate entity. To bring about this re¬ 
sult the reorganization committee, together with 


the four corporations and their controlling stock¬ 
holders, enter into a written agreement of con¬ 


solidation, the 


general terms of which provided 


that all the assets of each of the operating com¬ 
panies be inventoried, appraised, and valued, and 


that all of such assets be thrown together into a 
single aggregate of physical assets valued in ac¬ 


cordance with the appraisal; that the stock and 


i 
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security holders of the three operating companies 
deposit their stock and securities with the reor¬ 
ganization committee and receive in exchange from 
such committee the stock of the reorganized con¬ 
solidated company. 

In carrying this purpose into effect the reorgan¬ 
ization committee selected the charter of one of the 
operating companies; caused it to be modified and 
amended in such manner as to accommodate it to 
the requirements of the consolidated enterprise. 
Then, when substantially all the stock and securi¬ 
ties of the three operating companies had been 
deposited with the committee, the stock of the con¬ 
solidated company was caused to be issued, depos¬ 
ited with the reorganization committee and by such 
committee distributed to the depositing stock and 
security owners, thus bringing into existence an 
entirely new corporate enterprise. 

The fact that the reorganization company chose 
to make use of the charter of one of the old operat¬ 
ing companies after having procured its modifica¬ 
tion and amendment, can not be interpreted to 
mean that the reorganized enterprise was simply 
a continuation of the former operating company 
whose charter was amended and used, nor can it 
defeat the purpose of the reorganization in ef¬ 
fecting its intent to bring into existence a new 
corporate enterprise. Compare Yazoo & Missis - 
sippi Valley Railway Co. v . Adams , 180 U. S. 1.” 

The dissenting member of the Board concluded: (R. 


“I am of the opinion, under the circumstances 
shown in the record of this case, that the reor¬ 
ganized and consolidated Reading Hardware Com¬ 
pany acquired, in 1911, a new grant of corporate 
franchise, separate and distinct from the entity 
formerly existing under that name, and that the 
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assets of all of the companies constituting the re¬ 
organized corporate entity were paid in for stock 
upon the values fixed by the appraisal of |such 
assets and accepted by the reorganization com¬ 
mittee and the controlling owners of all of! said 
companies, and that for the purpose of this action 
the computation of invested capital must start with 
the asset values paid in for stock of the consoli¬ 
dated enterprise.” 

We submit that the dissenting opinion correctly 
states the facts of the case and that the authority re¬ 
ferred to is sound in law and has never been questibned. 

The same principle of law thus stated in 7 R. 0. L. 
169, and the cases there cited: 

! 

j 

“ According to the prevailing view, statutes: pro¬ 
viding for the consolidation of corporations are 
to be treated as acts of incorporation and on! con¬ 
solidation being effected under their provisions, 
the constituent companies, unless such an inten¬ 
tion is excluded by the language of the statute, are 
deemed to be dissolved, and their powers and fac¬ 
ulties, to the extent authorized, become vested in 
the consolidated company as a new corporation 
created by the act of consolidation.” 

Also in 7 R. C. L. 169: 

‘ ‘ The new corporation is an entity distinct from 
any of its constituents and draws its life froin the 
act of consolidation.” 

j 

And in 7 R. C. L. 170: i 

] 

i 

“A consolidation may operate as a dissolution, 
destroying the actual identity of both constituent 
corporations, while the legal identity of one of 
them is preserved, the one corporation b^g 
merged in the other . 9 9 


i 
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Central Railroad Co. v. Georgia, 92 U. S. 665, 23 
U. S. (L. ed.), 757, and Lauman v. Lebanon Valley R. 
R. Co., 30 Pa. 42, 72 Am. Dec. 685, appear to confirm 
the text. 

The appellant was organized under the laws of the 
State of Pennsylvania, and at the time of the reorgani¬ 
zation in 1911, the Act of May 3,1909, P. L., 408 was in 
force, the applicable provisions of w T hich are as follows: 

Section 1. Be it enacted, &c., That it shall be 
law'ful for any corporation, now or hereafter or¬ 
ganized uilder the provisions of any general or 
special act of Assembly authorizing the formation 
of any corporation or corporations, to merge its 
corporate rights, franchises, powers, and privi¬ 
leges wdth and into those of any other corpora¬ 
tion or corporations transacting the same or a 
similar line of business, so that by virtue of this 
act such corporations may consolidate, and so that 
all the property, rights, franchises, and privileges 
then by law vested in either of such corporations, 
so merged, shall be transferred to and vested in 
the corporation into which such merger shall be 
made: 

*#*##*«*• 

Section 2. Said merger or consolidation shall 
be made under the conditions, provisions, and re¬ 
strictions, and with the powers, herein set forth; 
to wdt,— 

First. The directors of each corporation shall en¬ 
ter into a joint agreement, under the corporate seal 
of each corporation, for the merger and consol¬ 
idation of said corporations; prescribing the terms 
and conditions thereof, the mode of carrying the 
same into effect, the name of the new corporation, 
the number and names of the directors and other 
officers thereof, and who shall be the first directors 
and officers, and their places of residence, the num¬ 
ber of shares of the capital stock, the amount or 
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par value of each share, and the manner of con¬ 
verting the capital stock of each of said corpora¬ 
tions into the stock of the new corporation, and 
how and when directors and officers shall be 
chosen, with such other details as they shall deem 
necessary to perfect the said consolidation and 
merger; but said agreement shall not be effective 
unless the same shall be approved by the stock¬ 
holders of said corporations in the manner here¬ 
inafter provided. 

Second. Said agreement shall be submitted to 
the stockholders of each of said corporations, at 
separate special meetings or at any annual meet¬ 
ings, of the time, place and object of which re¬ 
spective meetings due notice shall be given by pub¬ 
lication, once a week for two consecutive weeks 
before said respective meetings, in at least one 
newspaper in the county or in each of the counties 
in which the principal office of said respective cor¬ 
porations shall be situate,—excepting in the case 
of the merger or consolidation of corporations 
which, upon their original incorporation, are re¬ 
quired by the Constitution to publish notice! of in¬ 
tention to incorporate for a longer period than two 
weeks, in which case notice by publication shall be 
as required by the Constitution,—and at said 
meetings the said agreement of the directors shall 
be considered, and a vote of the stockholders in 
person or by proxy shall be taken, by ballot, for 
the adoption or rejection of the same, each share 
of stock entitling the holder thereof to one vote; 
and if a majority in amount of the entire Capital 
stock of each of said corporations shall vpte in 
favor of said agreement, merger and consolida¬ 
tion, then that fact shall be certified by the I secre¬ 
tary of each corporation, under the corporate seal 
thereof, and said certificates, together with tie said 
agreement or a copy thereof, shall be filed in the 
office in the office of the Secretary of the Common¬ 
wealth, who shall forthwith present the same to the 
Governor for his approval, and when approved by 
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the Governor the said agreement shall be deemed 
and taken to be the act of consolidation of said 
corporation. 

Section 3. Upon the filing of said certificates 
and agreement, or copy of the agreement, in the 
office of the Secretary of the Commonwealth, and 
upon the issuing of new letters patent thereon by 
the Governor, the said merger shall be deemed to 
have taken place, and the said corporations to he 
one corporation under the name adopted in and 
hy said agreement, possessing dll the rights, priv¬ 
ileges and franchises theretofore vested, in each 
of them, and all the estate and property, real and 
personal, and rights of action of each of said cor¬ 
porations, shall he deemed amd taken to he trans¬ 
ferred to and vested in the said new corporation 
vjithout any further act or deed : 

Section 3, supra, provides that after the filing in the 
office of the Secretary of the Commonwealth of the cer¬ 
tificates and agreement of consolidation, the merger 
shall be deemed to have taken place and that the 
merged or consolidated corporations shall be deemed 
to be one corporation, with all the rights, privileges 
and franchises theretofore vested in each of them, and 
that all of the estate and property, real and personal, 
and rights of action of each of said corporations shall 
he deemed and taken to he transferred to amd vested 
in the said new corporation without any further act or 
deed. 

From this language two propositions are clear: 
First, the corporation, after the merger or consolida¬ 
tion, was a new corporation; and Second, the proper¬ 
ties of the old corporations were transferred to the new 
corporation. According to the record, the properties 
of the old corporations were appraised at $1,649,550.43 
and transferred to the new corporation for its stock. 
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These properties were tangible properties consisting 
of the plants and equipment of the old corporations. 
(R. 57-63.) | 

The amount of the invested capital of the appellant 
as of the date of reorganization in 1911, is governed by 
Section 326 (a) (2) of the Revenue Act of 1918, which 
provides as follows: 

4 ‘Actual cash value of tangible property, other 
than cash, bona fide paid in for stock or shares at 
the time of such payment, but in no case to exceed 
the par value of the original stock or shares specifi¬ 
cally issued therefor, unless the actual cash Value 
of such tangible property at the time paid in is 
shown to the satisfaction of the Commissioner to 
have been clear and substantially in excess of! such 
par value, in which case such excess shall be 
treated as paid in surplus.” 

i 

The actual cash value of the tangible property was 
$1,649,550.43. It consisted of the properties of the 
old corporations. It was bona fide paid in for stock 
of the new corporation in 1911, at the time of the re¬ 
organization. The invested capital of the appellant 
as of that date, therefore, was $1,649,550.43, the actual 
cash value of the property which it received for its 
stock. 

We, therefore, submit that in view of the authorities 
cited above, the appeal of the appellant should be sus¬ 
tained in this case and that an order should be issued 
herein for a redetermination of its income tax for the 
years 1918 and 1920 in accordance therewith. 

Respectfully submitted, 

i 

Harry F. Kantner, 

Walter E. Barton, 

Attorneys for Appellant . 
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